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OVERSIGHT OF THE FEDERAL DEPOSIT
INSURANCE CORPORATION’S STRUCTURED
TRANSACTION PROGRAM

Wednesday, May 16, 2012

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 3:22 p.m., in room
2220, Rayburn House Office Building, Hon. Randy Neugebauer
[chairman of the subcommittee] presiding.

Members present: Representatives Neugebauer, Fitzpatrick,
Renacci; Capuano, Waters, and Carney.

Also present: Representatives Westmoreland and Herrera
Beutler.

Chairman NEUGEBAUER. The Subcommittee on Oversight and In-
vestigations will come to order. This hearing is entitled, “Oversight
of the Federal Deposit Insurance Corporation’s (FDIC’s) Structured
Transaction Program.”

Each side will be limited to 10 minutes for opening statements.
And T want to recognize the attendance of Members who are not
assigned to the Oversight and Investigations Subcommittee. Rep-
resentative Jamie Herrera Beutler is here, and we also expect Mr.
Westmoreland to attend. I ask unanimous consent that they be al-
lowed to participate as if they were on the committee today.

I will now recognize myself for an opening statement.

This hearing is focused on the oversight of the FDIC’s Structured
Transaction Program. We will hear from the FDIC. We will also
hear from some of the market participants today. The Structured
Transaction Program was created to resolve the distressed assets
program. It has transferred about 42,000 assets, with an unpaid
balance of about $25.5 billion, into 32 public-private partnerships.

One of the reasons that we are having this hearing is because
there is not a lot of regulation that applies to structured trans-
actions, and so we are going to learn more about the process. Also,
we had an OIG audit of the Structured Transaction Program that
found control deficiencies related to inadequate FDIC policies, and
we will hear from the OIG on that as well.

I think the goal here is to learn more about this program. This
is a program designed to mitigate losses, ultimately, to the tax-
payers. We want to make sure that everything is being handled
properly.

(1)
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But the program also has impact on some of the people who were
banking with some of these entities that found themselves one day
without a bank. We need to know how this process is playing out
and if there are things that we need to be looking at from an over-
sight standpoint. So I look forward to learning more about the
Structured Transaction Program.

With that, I will yield to the gentleman, Mr. Capuano.

Mr. CAPUANO. Thank you much, Mr. Chairman.

I don’t have much of an opening statement. I am looking forward
to theutestimony from these gentlemen, and from the next panel,
as well.

I appreciate you calling this hearing. I think that the FDIC plays
a very important role in this economy in protecting investors, and
it is important that we make sure that they continue to be able to
do that. That is their primary objective, and as far as I am con-
cerned, anything that interferes with that is problematic to this
Congress. Therefore, today I am looking forward to hearing testi-
mony on this specific aspect of the difficulties we have recently
gone through and I guess continue to go through in the economy
and how it has played it out and how it has impacted the FDIC.

Again, Mr. Chairman, thank you very much.

Chairman NEUGEBAUER. I would remind Members that all Mem-
bers’ opening statements will be made a part of the record.

Now, I would like to introduce the first panel: Mr. Bret Edwards,
Director, Division of Resolutions and Receiverships, Federal De-
posit Insurance Corporation; the Honorable Jon T. Rymer, Inspec-
tor General, Federal Deposit Insurance Corporation; and Mr. Stu-
art Miller, Chief Executive Officer, Lennar Corporation.

Gentlemen, your written testimony will be made a part of the
record, and we will recognize each of you for 5 minutes for a sum-
mary of that.

With that, Mr. Edwards, you are recognized for 5 minutes.

STATEMENT OF BRET D. EDWARDS, DIRECTOR, DIVISION OF
RESOLUTIONS AND RECEIVERSHIPS, FEDERAL DEPOSIT IN-
SURANCE CORPORATION

Mr. EDWARDS. Thank you, Mr. Chairman.

Chairman Neugebauer, Ranking Member Capuano, and members
of the subcommittee, I appreciate the opportunity to testify on be-
half of the FDIC on our agency’s Structured Transaction Program.

A structured transaction is only one of the asset disposition
strategies the FDIC employs to fulfill our statutory duty to maxi-
mize the net present value return from the disposition of assets of
failed institutions and to minimize the amount of loss realized in
the resolution of those institutions.

This type of transaction has been used for approximately 4 per-
cent of the $670 billion in assets that the FDIC inherited from
bank closures since January of 2008. Most of the time we are able
to achieve the least costly resolution by transferring the failed
banks’ deposits, assets, and certain liabilities immediately after the
bank closing to an acquiring bank.

Unfortunately, failing banks with little franchise value and poor
asset quality do not attract sufficient interest from viable bidders.
In those instances, depositors are paid the full amount of their in-
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sured deposits. The FDIC, as receiver, then chooses an alternative
strategy for handling these failed bank assets, such as cash sales,
securitizations, and structured transactions.

Patterned after a successful program used by the former RTC,
the FDIC initiated a structured transaction sales program in May
of 2008. By using structured transactions, the FDIC avoids selling
assets in distressed markets at prices below their intrinsic value
and saves the costs associated with maintaining the infrastructure
needed for long-term agency management of the assets. We esti-
mate that we have saved approximately $4 billion by using struc-
tured transactions instead of cash sales.

In structured transactions, the FDIC pools a group of similar as-
sets from one or more failed bank receiverships and transfers them
to a newly formed LLC. Through a competitive bidding process, the
FDIC offers a portion of the equity in the LLC to prequalified pri-
vate sector experts who have experience managing the types of as-
sets in the pool and who have the economic resources to bear the
obligations and risks of the agreement. The highest bidder pays
cash for its equity interests in the LLC and becomes the managing
member, with responsibility for the day-to-day management of the
LLC and its assets. The percentage of book value that the bidder’s
valuation represents is for the entire pool of the assets and cannot
be attributed to any individual asset.

Since 2009, to ensure robust bidding, many of the transactions
have included leverage in the form of purchase money notes issued
by an LLC to the failed bank receiverships as partial payment for
the assets sold by the receiverships to the LLC. The purchase
money notes represent debt owed by the LLC to the receiverships.
In general, most transaction agreements require that these notes
be repaid in full before there is any equity distribution to the mem-
bers of the LLC. These notes do not finance the cash purchase price
paid by the managing member for its equity interest in the LLC.

The FDIC actively monitors these transactions through its staff
and third-party contractors. On a regular basis, the FDIC and its
contractors conduct on-site compliance reviews of each LLC’s oper-
ations. Additionally, the managing member must comply with
stringent monthly, semi-annual, and annual reporting require-
ments.

The FDIC’s Office of Inspector General has completed audits on
two of the transactions. The FDIC agreed with all of the OIG’s rec-
ommendations and has implemented or is in the process of imple-
menting these recommendations.

At my request, the OIG has begun audits of two LLCs managed
by an affiliate of Rialto Capital Management. These reports are ex-
pected to be delivered in the late third quarter of this year.

We understand that a number of borrowers and guarantors have
raised concerns about the managing members not achieving the
resolution of their debts as the borrower or guarantor would desire.
The FDIC investigates every borrower or guarantor inquiry and
works with the managing member to address any of the concerns
raised. We fully expect the managing members to pursue payoffs
and loan modifications when these options would result in the
highest return to the LLC.
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With respect to single family residences, the managing members
and their servicers are obligated to follow a federally-mandated
loan modification program. Where a payoff, modification, or other
loss mitigation is not feasible, the managing member is left with
no other choice but to enforce the terms of the loan contracts
through the courts and other legal means.

To ensure that it receives the highest return on the assets, and
that managing members treat failed bank borrowers fairly, the
FDIC monitors compliance with transaction agreements, measures
actual performance against projections, conducts regular site visita-
tions, and thoroughly investigates borrower complaints with regard
to the servicing and disposition of their loan by the managing
member.

Thank you for the invitation to testify, and I would be happy to
answer your questions.

[The prepared statement of Mr. Edwards can be found on page
51 of the appendix.]

Chairman NEUGEBAUER. I thank the gentleman.

Mr. Rymer, you are recognized for 5 minutes.

STATEMENT OF THE HONORABLE JON T. RYMER, INSPECTOR
GENERAL, OFFICE OF THE INSPECTOR GENERAL, FEDERAL
DEPOSIT INSURANCE CORPORATION

Mr. RYMER. Thank you, Chairman Neugebauer, and Ranking
Member Capuano. Thank you for your interest in the work per-
formed by the FDIC Office of Inspector General (OIG) relating to
the Corporation’s structured asset sales program.

The OIG is an independent office within the FDIC established to
conduct audits and investigations to prevent waste, fraud, and
abuse, and to improve the efficiency and effectiveness of FDIC pro-
grams.

In my written statement, I provide an overview of our audit cov-
erage during the current crisis. Specifically, I describe work that
we have done related to failed financial institutions and the FDIC’s
resolution and receivership activities.

Today, I am pleased to discuss our completed and ongoing work
as it relates to one of those FDIC resolution approaches: the struc-
tured asset sale transaction.

The OIG has completed performance audits of two structured
asset sale transactions that we selected based on the size and type
of assets involved. The first audit was of ANB Venture, which in-
volved over 1,100 individual assets and an unpaid balance of about
$1.2 billion. The second audit was of Corus Construction Venture.
Corus involved 101 individuals assets and an unpaid balance of
$4.4 billion. And Corus also contained an advance funding mecha-
nism.

My office contracted with CliftonLarsonAllen to conduct these au-
dits. The objectives in both audits were to assess the compliance of
the structured asset sales agreement and to assess the FDIC’s
monitoring of these agreements.

In our reports, we concluded that ANB, Corus, and their respec-
tive managing members complied with some provisions of the
structured asset sales agreements and that the FDIC had imple-
mented certain controls for monitoring these transactions. We also
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noted that the FDIC had planned or was in the process of imple-
menting significant control improvements. However, our audits
identified a number of control deficiencies involving both compli-
ance and monitoring that warranted FDIC management attention.

To that end, the ANB audit report contained 10 findings and 24
recommendations. According to the FDIC, actions have been taken
on these recommendations. The Corus report contained 7 findings
and 10 recommendations, and corrective actions for these rec-
ommendations are expected to be completed by September 30th of
this year.

My written statement describes in more detail the results of
these audits.

We are continuing our audit coverage of structured asset sales
transactions with an audit of Rialto Capital Management. This
audit, which was requested by FDIC management due to inquiries
and complaints that it had received, will cover two transactions.
The first transaction involves about 5,200 assets with an unpaid
balance of approximately $2.3 billion. The majority of these assets
pertain to residential acquisition, development, and construction
projects. The second transaction involves 345 assets, primarily com-
mellicial ADC projects, with an unpaid principal balance of $799
million.

The Rialto audit included the same two objectives we used in
conducting the ANB and Corus audits, with the addition of two
more objectives, which involved the bidding and selection process
and the terms and conditions of the structured asset sales agree-
ments themselves. In designing our audit procedures, we are also
placing particular emphasis on the controls over transactions with
affiliates.

As part of this audit, we have selected a representative sample
of assets that were subject to the inquiries and complaints that we
were aware of at the time we initiated our work. We are evaluating
these assets, as part of a larger sample, to satisfy our audit objec-
tives.

The inquiries and complaints that we are aware of primarily deal
with the LLC’s aggressiveness in pursuing balances owed on the
loans, the LLC’s treatment of borrowers or guarantors and its loan
servicing, and the FDIC’s handling of loans prior to the transfer to
the LLC.

We are scheduled to complete our field work in June of this year
and issue a draft report in July. A final report incorporating FDIC
management’s comments will be issued near the end of August.

Going forward, we intend to continue our work related to each
of the FDIC’s resolution approaches. With regard to structured
asset sales approach, our next audit will focus on the FDIC’s over-
all control of these transactions. This plan, or this approach, is con-
sistent with our earlier work in examining failed financial institu-
tions and our more recent work of the shared loss program. As our
resources permit, we look forward to conducting a study in the next
year to evaluate the risk and effectiveness of all of the resolution
approaches.

This concludes my prepared statement. I thank you for the op-
portunity to discuss our work, and I am prepared to answer your
questions. Thank you.
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[The prepared statement of Inspector General Rymer can be
found on page 111 of the appendix.]

Chairman NEUGEBAUER. Thank you.

Mr. Miller, you are recognized for 5 minutes.

STATEMENT OF STUART MILLER, CHIEF EXECUTIVE OFFICER,
LENNAR CORPORATION

Mr. MILLER. Thank you, sir.

Mr. Chairman, Mr. Ranking Member, and distinguished mem-
bers of the subcommittee and guests, I want to thank you for the
opportunity to speak to you here today.

My name is Stuart Miller, and I am CEO of Lennar Corporation.
We are the parent company of Rialto Capital, which is involved in
the FDIC’s structured transactions that are the subject of this com-
mittee.

We are certainly very pleased to be here and to discuss these
transactions. It is our policy and program to remain transparent,
to answer questions, and to be participatory in all instances and in-
quiries relative to our business. We look forward to responding to
any thoughts or questions that you all may have.

In that regard, in my opening statement, I would like to make
six observations and points relative to our involvement with the
structured finance transactions.

Number one, Rialto was awarded the partnership with the FDIC
in a pure bid program. The FDIC defined the documents, the pool
of assets, the structured finance terms, the fees, and the relation-
ship with the manager in a comprehensive program; and we evalu-
ated the program and bid on that basis, as did all of the other bid-
ders. There were no renegotiations. We took the program as it was
defined. We were required to give a conforming bid, and the high-
est bid won. Our bid in two of these bids was the highest.

Number two, Rialto and Lennar have invested cash of approxi-
mately $250 million in the two FDIC ventures. Lennar will not re-
ceive any money back until the $627 million loan to the FDIC is
paid in its entirety. After the loan is paid in full, Rialto/Lennar and
the FDIC will split cash as it comes in in a 60—40 relationship—
60 percent to the FDIC, and 40 percent to Lennar—until all in-
vested cash is returned. Only then, which we expect to be 4 to 5
years from now, will Lennar begin to receive a return on its invest-
ment.

Number three, the portfolios are predominantly defaulted loans;
over 90 percent of the portfolio is defaulted loans. Borrowers en-
tered into loan agreements with their banks. There was a default.
The bank depleted capital, failed, and then was seized. Twenty-two
institutions failed and were seized by regulators. The FDIC pack-
aged a portfolio of loans from these 22 institutions that were in
FDIC receiverships into structured transactions in which it con-
ducted a bid process to sell 40 percent interest to qualified buyers/
managers. We took over the management of these predominantly
defaulted loans. We did not cause the defaults or negotiate the
terms of the loans. It was and remains our job to use our expertise
to find resolution.

Number four, these assets are primarily sophisticated commer-
cial transaction loans. They are not consumer residential loans on
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homes. These were loans where sophisticated business borrowers
negotiated for a loan, generally with each side represented by com-
petent counsel, to borrow, in many instances, millions of dollars in
order to generate business profit. The risks and rewards were
clearly allocated within the loan documents negotiated at the time,
with both parties clearly understanding that all of the rewards
would be concentrated in the borrowers’ hands, and, accordingly,
the various understood risks of the business proposition would rest
with the borrower.

Number five, because these were business transaction loans for
the benefit of the borrower and because all of the rewards would
go to the borrower, the bank carefully negotiated that the collateral
for most of these loans would be both the business assets or prop-
erties, as well as an absolute personal guarantee. Borrowers, to be
able to borrow, readily gave those guarantees to pay back the loan
whether the business proposition was successful or not.

Number six, we at Lennar/Rialto have over 20 years of experi-
ence in managing and resolving defaulted loans. Our process is
time-tested and well-ordered. It is crafted around professionalism,
with a high degree of respect and decency as we endeavor to work
with each borrower individually and with propriety as we seek res-
olution. By definition, the relationship between a defaulted bor-
rower and a lender seeking resolution is adversarial and sometimes
contentious. Simply put, the parties have very different objectives.
With that said, our program is to work within the four corners of
every loan agreement individually, as well within the four corners
of the rules and spirit of our court system and the laws.

Thank you for your time, and I am happy to answer any ques-
tions.

[The prepared statement of Mr. Miller can be found on page 105
of the appendix.]

Chairman NEUGEBAUER. Thank you, Mr. Miller.

In consultation with the ranking member, I am going to recog-
nize a couple of Members who came in and give them an oppor-
tunity to make a brief opening statement. I recognize Mr. West-
moreland for 2 minutes.

Mr. WESTMORELAND. Thank you, Mr. Chairman, and I appreciate
you holding this important hearing.

I want to thank all the witnesses. I want to thank Mr. Miller for
stepping up to the plate. I want to thank Mr. Leventhal and Mr.
Fogg.

Mr. Chairman, once again, we find the government picking win-
ners and losers. Rialto, Colony Capital, Oak Tree Capital, and oth-
ers are the winners. Builders, developers, and even their sub-
contractors and in some cases their purchasers that had previously
purchased their product are the losers.

Make no mistake, Rialto is the case that Mr. Miller was talking
about, and the other managing partners are getting a great deal.
They get financial information about their competitors for pennies
on the dollar. In fact, Rialto only paid $241 million for $3 billion
in loans. This is approximately 8 cents on the dollar. To add to this
sweetheart deal, I think Rialto received a $600 million loan from
the FDIC, interest free, nonrecourse, for 7 to 10 years. Now that
is a deal that I think most of these borrowers would have taken
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if they could have bought this loan for 8 cents or put up 8 cents
on the dollar and then had the FDIC loan them the rest of it for
7 years with no interest and no recourse. I think the FDIC would
have recovered a lot more money.

But wait, there is more. Rialto and these other managing part-
ners are paid a management fee. On this particular case, the $3
billion case, I believe the fee was $32 million for the first year. This
is paid on the unpaid balance.

So what incentive is there for any of these managing partners to
settle the loan when they are getting a management fee on the
whole deal? There is no incentive. If you take the $32 million and
divide it by the number of loans, which I think was 5,200, they are
being paid $6,100 per loan per year; and this is paid on the unpaid
principal balance of the portfolio.

In fact, many of my constituents have tried to negotiate with Ri-
alto and the FDIC. The FDIC is probably the hardest agency that
I am familiar with that is willing to negotiate anything.

I will say that Rialto has stepped up in the last week or 2 weeks
to try to settle some of these things. But earlier this year, I gave
the FDIC verifiable proof that the FDIC was not maximizing re-
turn é‘or the Deposit Insurance Fund, and let me tell you what hap-
pened.

We had a gentleman who had a loan with a bank and he bor-
rowed the money to buy stock in another bank—if you will give me
just 30 more seconds—$500,000. The bank he bought stock in went
broke. Silverton Bank went broke. He had a modified agreement
for 85 percent of the $500,000 agreed to by the FDIC. Then, the
FDIC sold that loan to a third party for 18 cents on the dollar.
That is a problem.

And so I hope that we will get some answers today to make sure
that the FDIC is getting the maximum that they can for the money
and that they are not killing small business and doing away with
jobs.

I yield back.

Chairman NEUGEBAUER. I now recognize Ms. Waters from Cali-
fornia for a brief opening statement as well.

Ms. WATERS. Thank you very much, Mr. Chairman.

I almost don’t need to give this opening statement. Mr. West-
moreland just spoke for me. Those are absolutely my concerns.

But I want to thank you, Mr. Chairman. I welcome today’s hear-
ing as an opportunity to closely examine the Structured Trans-
action Program the FDIC adopted in the wake of the 2008 financial
collapse to manage and dispose of assets from failed institutions
that may be more difficult to market and sell. While I understand
that the FDIC has the legal responsibility to maximize recovery on
the assets of failed banks and replenish the Deposit Insurance
Fund, I am interested to learn more about the reports suggesting
that FDIC’s practices and private sector partnerships may be cre-
ating additional hardships for small businesses and borrowers.

In addition to that, I would also like to hear from the FDIC today
about the steps it has taken to ensure that small enterprises,
minority- and women-owned businesses have the opportunity to
purchase FDIC assets or are in some way involved in these struc-
tured transactions.
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In a 2010 Bloomberg article, one observer noted that the new
FDIC strategy for managing assets seized from failed banks has
turned the agency into a long-term investor making a multibillion
dollar bet on the recovery of some of the most distressed condo-
minium markets in the country. Instead of selling the assets to
maximize cash in hand, the agency is offering its private sector
partners zero percent financing, management fees, and new loans
to complete construction of projects it can hold until markets re-
cover.

With that said, it is my understanding the regulators have deter-
mined that in certain situations, public-private structured trans-
actions can offer a better chance to replenish the Deposit Insurance
Fund. I therefore welcome the FDIC’s comments today on the level
of success and savings the agency has achieved with this program,
as well as the agency’s response to criticisms against the program.

And, lastly, I am particularly interested in the FDIC’s new inves-
tor match program that was designed to encourage small investors
and asset managers to partner with larger investors in order to
participate in the FDIC’s structured transaction sales for loans and
other assets from failed banks. In an effort to be inclusive of all
firms, the FDIC launched the program to expand opportunities for
participation by smaller investors and asset managers, including
minority- and women-owned firms. I do look forward to hearing
from the agency today regarding whether this program is working
to extend opportunities to these types of firms that may have been
otherwise excluded from these transactions, and I would like some
specifics and some numbers to document if they are going to rep-
resent that they have done these things.

I yield back the balance of my time.

Chairman NEUGEBAUER. I thank the gentlewoman.

And now the gentlewoman, Ms. Herrera Beutler, is recognized
for a brief statement.

Ms. HERRERA BEUTLER. Thank you, Mr. Chairman, and members
of the subcommittee. Thanks for holding this hearing today.

This topic is incredibly important, so important that I am here
even though this isn’t actually my committee. I am grateful to be
a part of this hearing today, because this is very important to the
folks in southwest Washington in the district that I serve.

Over the last year, I worked to understand what happened with
small business owners like Mr. Fogg, who is here today, who had
loans with the now-collapsed Bank of Clark County in my district.
And the answers still aren’t very clear. What I do know is that the
fallout resulted in destroyed businesses, bankruptcies, and the loss
of livelihoods for folks in my area.

So today, I want to find out what led the FDIC to give an ex-
tremely favorable deal to Rialto Capital, and consider the terms of
the agreement between the FDIC and Rialto. In this “sweetheart
deal” is what comes to mind—and my colleague uses the same
term—Rialto was allowed to pay 8 cents, and it is worth repeating,
8 cents on the dollar for $3 billion worth of assets. Further, the
FDIC issued Rialto a 10-year, over $600 million loan at zero per-
cent interest. That is a great deal.

I believe that had Mr. Fogg or any other home builder in my
area been given a 10-year zero interest loan, they would have pro-
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vided a much higher return than 8 cents on the dollar. Instead,
most were left to deal with Rialto.

And excuse me, Mr. Miller, I know that you said you work with
a high degree of respect and decency, but I can give you case after
case—I have been in office for 15 months, and this is the one where
I have had case after case after case. My church came to me and
said, Rialto won’t negotiate with us. I have to tell you that they are
not a for-profit entity.

So I accept that businesses fail. That is part of the free enter-
prise system. What I don’t accept is when a government or quasi-
government agency that has a taxpayer guarantee makes a deal
that puts small businesses at a disadvantage. That is what I don’t
accept.

And so today, I am hoping to understand the interest not only
that Rialto has but Lennar Homes, who has now moved into my
area, and what your plans are in Clark County. Technically, I
know it is not allowed for Lennar to buy from Rialto the land it
obtained under such agreeable terms. Yet, your Web site shows
that they have moved into Vancouver, and I am very interested in
that relationship. I am interested in the major tracts of land in my
largest county that are now owned by Rialto, and hearing what the
plans are moving forward and making sure that the FDIC does its
job with regard to oversight.

So I am grateful to be here, Mr. Chairman. Thank you.

And I yield back.

Chairman NEUGEBAUER. I thank the gentlewoman.

That is all of our opening statements, and we will now go into
a question-and-answer period. Each Member will have 5 minutes,
and the Chair recognizes himself first.

Mr. Edwards, in some of the structured transactions deals, some
of the people have loans and some don’t. I think 22 of the 32 had
nonrecourse loans; the other 10 did not. Can you distinguish the
difference between a transaction where someone does not get fi-
nfgn}(lzin(% and someone else gets the financing? What was the basis
of that?

Mr. EDWARDS. Yes. Thank you, Mr. Chairman.

It might be helpful if I could give a little background into how
the failed bank assets are slotted into the structured sales pro-
gram. At the FDIC, we try very, very hard when a bank is failing
to find a financial institution to take that failing bank over on a
whole bank basis so that they take all the loans and all the depos-
its.

In some instances, that is not possible. There are instances when
banks fail for liquidity reasons and we have very little time to mar-
ket the institution. Therefore, investors have very little time to look
at the book of loans that a bank has, and so we end up taking them
back in our receivership capacity.

In other instances, the bank simply has very little franchise
value. The assets are of very poor quality, and there is just no in-
terest in acquiring those.

So I want to repeat it is our goal to not take any failed bank as-
sets back. In a perfect world, we would transfer those immediately
to an acquiring institution. But early on in the crisis, it was very
difficult to do that, because we did have more liquidity failures.
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So with those assets that we have to take back in our receiver-
ship capacity, what we have done is to institute the structured sale
program, mostly for real estate-related assets and, as some of the
Members have said, mostly distressed assets. Sixty-plus percent of
the real estate-related assets that went into these structured trans-
actions were distressed assets.

But, in any event, we try to group assets of like kind. For in-
stance, in the Rialto transaction, those were all pretty much acqui-
sition, development, and construction loans. We group those into
packages. We use a financial adviser to assist us in figuring out the
best structure for those, and then we put them into packages and
attempt to sell them.

There are some loans that we work ourselves. And I should men-
tion that after the bank fails, there is usually a 6- to 9-month pe-
riod where we do have to work the assets ourselves until that
structured transaction closes.

So if that gives you a flavor for—I am sorry, go ahead, sir?

Chairman NEUGEBAUER. So the question is, of the 32 sales, 22
of them involved in financing—

Mr. EDWARDS. Yes.

Chairman NEUGEBAUER. —10 of them did not.

Mr. EDWARDS. Yes.

Chairman NEUGEBAUER. I want to know why some people got fi-
nancing and some didn’t. Does that change the deal?

Mr. EDWARDS. I think we have done a less-than-perfect job of ex-
plaining the role of financing.

When we create a structured sale, what happens is we create a
limited liability company. We gather up the assets that are slotted
for that sale, and the receiverships contribute those assets to the
limited liability company. So once they have contributed those to
the limited liability company, we then bid out a percentage of the
equity to capital investors.

We do add leverage to those transactions. And we started to do
that, I believe it was in 2009, because what we were finding was
the bidding was not as aggressive and there were not as many bid-
%egs there. By adding leverage to the transaction, we got better

ids.

Let me make one point clear: We are not financing the cash con-
tribution of the LLC to these transactions. The note is issued by
the LLC we have created to the receiver in partial payment for the
assets that the receiver contributed to the LLC.

Chairman NEUGEBAUER. So basically, the ones that don’t have fi-
nancing, it is because they made a bid on a certain percentage of
the equity of that—

Mr. EDWARDS. That is correct.

Chairman NEUGEBAUER. And they didn’t leverage up. So this
could have been a smaller pool or an investor that had—

Mr. EDWARDS. Correct.

And I will say, just from an historical perspective, early on in the
crisis, we did not have the LLC structure. We actually had a part-
nership structure. And part of the reason we changed to an LLC
structure was because that allowed us to issue the debt.

Chairman NEUGEBAUER. One last question. Mr. Edwards, let’s
say I was banking at bank “X,” I was current on my loan, but the
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bank had a bunch of other bad paper in there. My loan was cur-
rent, and in fact I had 2 years left on my note, and I am in the
middle of a development. What happens to me? You have closed my
bank, but I am in the middle of a project here, and it is 2 more
years on the note, and I have room on my line of credit for an ad-
vance. What happens to me?

Mr. EDWARDS. Thank you for that question. That is an excellent
question.

It is one of the most difficult things we face when a bank closes.
We are talking about unfunded commitments. Somebody, as you
point out, is in the middle of the development, they haven’t missed
any of their payments. We look at each of those unfunded commit-
ments—one of the first things our credit people do when they go
in the night of the bank failure is to find out where we are on
those. On a case-by-case basis, we look at those and make a deci-
sion on which ones we should fund and which ones we shouldn’t.
And really, the litmus test for that is if you put a dollar in, will
you get a dollar back?

This is very analogous to the situation in a bankruptcy—a Chap-
ter 7 bankruptcy where the trustee is faced with the same kind of
situation. They need to make a decision. If I put a dollar in, will
I get that dollar back out?

I will give you an example. Suppose in that situation you had 4
spec homes and they were all 75 percent complete. In that fact pat-
tern, we would almost assuredly go ahead and fund those, absent
other circumstances we haven’t talked about. Because it makes
sense. We will finish the homes. They are almost complete. We will
continue to fund the loan. And when those are done, we will work
with the borrower to figure out where to go from there. That has
been our policy throughout this crisis.

Chairman NEUGEBAUER. Thank you.

And now the gentlewoman from California, Ms. Waters, is recog-
nized for 5 minutes.

Ms. WATERS. Thank you very much.

Mr. Chairman, there is a long history to many of our concerns
about the resolution procedures of the FDIC. Many of us go back
to the resolution corporation and how they disposed of failed assets,
and what we see with the FDIC is quite different. Many of us are
not only concerned about some of the issues that were raised here
today about what happens to those banks, those individuals who
are left when you take over a failed institution and they are in de-
velopment and how they are going to continue to get funding,
loans, etc. But many of us, whether we are talking about the reso-
lution of assets and how you dispose of failed assets, many of us
are concerned about how you get rid of or you put out to bid or you
make available these assets. We are concerned about that as we
are concerned about REOs on the housing market side.

What we find is, too often, we get these big institutions or cor-
porations who have the ability to put in smart bids and to leverage
and to do all kinds of things. And it looks as if, in the case of Ri-
alto, they had additional assistance in being able to be financed in
some shape, form, or fashion.

But what many of us know and understand is, to the degree that
you break up these assets and they are put out to smaller corpora-
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tions or organizations, it improves economic development in all of
our communities.

And so, when we hear about what appears to be sweetheart
deals, we are going to have to spend a lot of time. And I think you
are going to see that on both sides of the aisle, we really want to
know what is happening with all of this.

We understand that the FDIC was trying to take all of the assets
of a failed bank and move them all at one time to another bank
or to individuals. And we have people who came in to us and said,
“We put together a group from our community with substantial dol-
lars, but the FDIC in this particular package wants us to take the
barn and the equipment and the animals, and we don’t need all of
that.” But just like with RTC, we could take the savings accounts,
we could take this, we could take that.

We can’t we do that? And why are we still going down the same
road of making available to the big guys the opportunity to not
only be successful in these bids but to get our help in doing so in
the way that we finance them?

Mr. Edwards?

Mr. EDWARDS. Thank you very much. I appreciate your question,
and I do share your concern.

I know you asked a question about inclusion of smaller investors.
We started a small investor program. Under the structured sale
program, 3 of the 32 sales themselves have been to small investors.

We did hear the feedback of the market, as well as folks here on
Capitol Hill about the concerns, and so we created a pilot program
and it is out on our Web site. It is called the Small Investor Pro-
gram, or SIP. Instead of these large, large packages, what we do
is we limit these to just one receivership. We try and concentrate
the assets geographically. We do offer technical assistance to poten-
tial buyers. And we lengthen the due diligence period so that they
have adequate time to look over these packages.

And I will have to say that the pilot has been deemed a success—

Ms. WATERS. Excuse me, I have to interrupt you for one moment,
because I want to make sure I understand—

Mr. EDWARDS. Sure.

Ms. WATERS. —what is in this. Are these the assets that you find
very difficult to get rid of?

Mr. EDWARDS. Yes, that is correct.

Ms. WATERS. Why would a small business want to be involved
with getting very difficult assets to manage and to try and make
money on?

Mr. EDWARDS. There are plenty of folks who don’t have the cap-
ital that a larger deal requires, but have the expertise.

And I will tell you, for those of you who have a real estate back-
ground, working distressed real estate credits is a tough business.
It requires a lot of technical knowledge. And some of these folks
have that, but what they don’t have are the funds to bid on these
larger deals.

So we have found great success in breaking these packages into
smaller packages and bidding these out. These folks are very happy
with these deals, and they are working on them now.

With respect to the Investor Match Program, I know you men-
tioned that, so I just wanted to say quickly: It is the equivalent of,
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sort of, a match.com. It is a Web site where both investors and peo-
ple with expertise, but not necessarily capital, can exchange emails
and say, “I have X’ amount, and I want to invest in one of these
deals;” or, “I have a lot of expertise, or my firm has a lot of exper-
tise, but I don’t really have a lot of capital.”

So we have put that Web site together. The numbers have really
doubled since the very beginning when there was a small number.
And there are quite a few minority- and women-owned businesses
that have partaken in that Web site. So we hope—

Ms. WATERS. What is “quite a few?”

Mr. EDWARDS. I don’t have the exact numbers, but I can cer-
tainly get those for you.

Ms. WATERS. Remember, that is what I said. I want to know.

Mr. EDWARDS. Yes. And I can certainly get those for you.

Ms. WATERS. Thank you, Mr. Chairman.

Chairman NEUGEBAUER. I thank the gentlelady.

And now the gentleman, Mr. Fitzpatrick, the vice chairman of
the subcommittee, is recognized for 5 minutes.

Mr. FitzPATRICK. Thank you, Mr. Chairman.

Director Edwards, have the FDIC Office of Inspector General au-
dits prompted any changes or improvements to the way the FDIC
structures the LLC transactions?

Mr. EDWARDS. Yes, thank you for that question. That is an excel-
lent question.

Absolutely. Our relationship with the Inspector General is re-
spectful, cordial, and professional. But we are very grateful for the
work they have done in this area, because, as you know, they did
one audit of the ANB transaction, another one of Corus. And I
thought they did a very thorough and reasonable job.

I would like to say that we adopted what we had done during the
RTC days and began this program in May of 2008. We are con-
stantly revising policies and procedures. We are constantly revising
the agreement based on lessons learned and things that come up.

So a lot of what Mr. Rymer’s people and his contractors pointed
out to us, we took to heart. As you see in my testimony, on the
ANB venture, for instance, there were a large number of findings
and recommendations. We addressed every single one of them with
our managing member. And I expect when his people go in, they
will find things much improved. I would say the same about Corus.

In Corus, in particular, I would like to talk about one issue, and
that has to do with the definitions that are spelled out in our LLC
agreements. As those of you with a real estate background or those
of you with a legal background would understand, these agree-
ments are lengthy, complex, and difficult to administer. And we
have some very fine people who do that. Nevertheless, the people
we are dealing with on the other side of the table, like Mr. Miller,
are very sophisticated, and they have their own set of attorneys
and bright minds working on this. And reasonable people can inter-
pret contracts differently.

We work very diligently to work those differences out. And where
we find that, in retrospect, the contract should have had tighter
language or more clarity to it, we go ahead on a prospective basis
and amend the contract.
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Mr. FITZPATRICK. Mr. Miller, what are some of the concerns that
have been raised by borrowers whose loans have been transferred
to one of the subsidiaries of your organization?

Mr. MILLER. Remembering that in these transactions approxi-
mately 90 percent of the loans had already defaulted, most of the
borrowers were concerned as to how they would reach resolution
and what the process would be. Many of them had gone from bank
holding to—or bank as their lender to FDIC as their lender and
then ultimately to us. So an initial concern or question—and we
have 20 years of experience with this—is, who is my new lender
and how will we interact? So there is some skepticism.

Unfortunately, in the context of a market turn and a great num-
ber of defaults, there is some turmoil in the business and there is
some reconciliation in terms of relationship that has to take place.

I think that there are always questions where borrowers feel
they have had representations made by either their bank or by the
FDIC, and there is a discovery process that ensues. Those are con-
cerns that are raised by borrowers. And the discovery process is,
in many instances, one that comes down to he said/she said and
trying to figure out what the actual facts and landscape are.

Remember that, with us, in these 2 transactions, we very quickly
had to take over 5,500 loans—again, 90 percent defaulted—very
quickly read every document and define the landscape. So the con-
cerns of borrowers would range anything from, how will my loan
be administered, to how long will it take until we can sit down and
have a conversation?

Mr. FITZPATRICK. Attorney General Rymer, I think my time is
about to run out, but I was wondering whether you believe that the
structured transaction sales pose a risk to the Deposit Insurance
Fund.

Mr. RYMER. They certainly do, sir. They are principally the rea-
son we began this audit process.

I think we have to put it in context. There are some $668 billion
that have passed through, in various forms of resolution, through
the failure. This program—$25 billion or so is in this particular
program.

We were concerned that, because this program is somewhat
unique, there were not standing control mechanisms in place. That
is why we did an audit early on of ANB and why we did an audit
of Corus. In the case of ANB, we saw very little of a control envi-
ronment to oversee that transaction. We have not yet done an over-
all audit to look at the entire control environment, but we did look
at the controls of that particular transaction.

We have seen some anecdotal evidence, not yet proven through
an audit, but we have seen evidence that the compliance process
is maturing. There are compliance contractors in place now that
management is hiring to review these transactions in great detail
and with more regularity than they were in the past. And in terms
of corporate governance, the FDIC Audit Committee, which is a
committee of the board of directors, routinely receives reports on
oversight of this program.

So oversight was minimal, I would say, early on, but we have
seen some growth. We do plan, as I mentioned in my opening state-
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ment, to do a more comprehensive review of the oversight program
a little later, probably early next year.

Mr. FitzPATRICK. Thank you, Mr. Chairman.

Chairman NEUGEBAUER. I thank the gentleman.

And now the gentleman from Ohio, Mr. Renacci, is recognized for
5 minutes.

Mr. RENAccI Thank you, Mr. Chairman.

I am trying to understand the transaction. I think I do, but I am
going to walk through it, and maybe start with you, Mr. Edwards,
and then ask you, Mr. Miller.

It sounds like you bundle a group of assets from a troubled orga-
nization—and somebody testified 90 percent of them are normally
defaulted already, defaulted loans—you bundle them together, and
you put them in an LLC. And then you bid this LLC out, and the
owner gets 40 percent of that LLC for a note taken back in this
case, a nonrecourse note.

But that owner of the 40 percent has to, at least in this case—
I think it was $900,000 or whatever it was—has to recover
$900,000 first, pay the note back, and then the difference is split,
60 to the FDIC and 40 to the owner of the—40 percent share in
the LLC. Correct?

Mr. EDWARDS. Yes, in most aspects.

It might be helpful if I just—since Mr. Miller is here—generally,
the cash flows for our managing members in these LLC trans-
actions are nonpublic information. But since most of those were in
his statement, maybe I could just walk through that transaction for
you, and hopefully I will get to it.

First of all—

Mr. RENAccI. Before do you that, though—

Mr. EDWARDS. Yes. Please.

Mr. RENACCI. —because I am really trying to stay top in—

Mr. EDWARDS. Sure.

Mr. RENAcCI. —but that is kind of a top—

Mr. EDWARDS. Yes. You are correct. So the receivership contrib-
utes assets to an LLC we create. We then bid out the LLC to pri-
vate sector entities.

Before we do that, we specify a few things: Are we going to allow
leverage, yes or no? If we are, what ratio of leverage? In the case
of Rialto, it was one-to-one—

Mr. RENAcCI. But those are all the procedures. I want to come
back to you, because I only have 5 minutes.

Mr. EDWARDS. Okay.

Mr. RENAccI. I want to go over to Mr. Miller, and then I am
going to come back to you.

Mr. EDWARDS. Okay.

Mr. RENAccI. Mr. Miller, when you get these, if you own 40 per-
cent of this LLC and you are now managing it, do you change the
loan terms in any way? Are the loan terms the exact loan terms
that the individuals already had signed up for, already had guaran-
teed, already had interest rates, already had terms? Are you chang-
ing any of that?

Mr. MILLER. Now, when you ask about the loan terms, you are
not talking about the loan with the FDIC?
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Mr. RENACCI. No, no. I am talking about the loans that are bun-
dled in that LLC.

Mr. MILLER. Okay. So we, in the transactions that we have pur-
i:hased, become the manager of—part-owner and manager of those
oans.

Mr. RENAccI. I understand that. Are you changing the loan
terms?

Mr. MILLER. We do. We negotiate with borrowers to sit down and
to rethink and to find common ground as it relates to either ex-
tending the loan or terminating the loan or something like that.

We do not have absolute authority nor do we have FDIC author-
ity to alter the loan terms unilaterally. So it is only as a negotia-
tion with the borrower or through the court system that there is
any alteration to those loan terms.

Mr. RENACCI. So do you make the loan terms any worse than
they have already signed on, or do you make them better? In other
words, you can’t say, well, you had a 15-year mortgage, you are
only 2 years in, but I want it all paid today.

Mr. MiLLER. That is correct. We cannot alter the loan terms to
the detriment of the borrower unilaterally.

Mr. RENAccI. Okay. So the borrower still has the same loan, in
most cases, that he had signed up for or she had signed up for
years ago, months ago, whatever. You now have that.

Mr. MiLLER. We have the same loan terms that we have inher-
ited from the FDIC. The FDIC might have altered in some way.

Mr. RENAccI. Okay. So with that being said, my next question
is, who decides how they are bundled? Because at this point in
time, ultimately the borrower, in my opinion, hasn’t been hurt just
yet, because they are still signed up for the same debt they agreed
to pay you a long time ago. So who now bundles them to make the
decision of what goes in the LLC?

Mr. EDWARDS. Thank you. We work with a financial advisor to
figure out what the best structure for a particular loan sale is. So
we go through the inventory of assets that we have taken back
from the failed banks that we were unsuccessful in selling to an
acquiring institution, and they will look through the portfolio with
us, and we will figure out, okay, what is a rational way to market
these loans. That is how we package them up.

Your point about the loan terms is absolutely essential. Bor-
rowers have the same rights and responsibilities that they did with
the bank. We don’t change the loan terms unless it is by mutual
agreement.

Mr. RENAcCI. So how do you—so then you bid these out to a
third party. How do you decide—I know it is to the highest bidder,
but—

Mr. EDWARDS. Right.

Mr. RENACCI. —how do you decide who gets a chance to bid?

Mr. EDWARDS. We have an extensive prequalification process. It
is all laid out on our Web site. You have to have the financial ca-
pacity and the technical expertise. And you have to have a good
background; you cannot have caused a loss to the Deposit Insur-
ance Fund, for instance.

And so if somebody goes through that prequalification process,
then as specific loan packages become available, they are invited
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to bid. And if they choose to do so, they can sign up for due dili-
gence and go ahead and bid.

Mr. RENAcCCI. Thank you.

Now, Mr. Miller, some of those loans that you get in this package
that you are now managing, some of them are worthless and some
of them you are going to get more than 8, 10, 20 percent, whatever
you are buying them for?

Mr. MILLER. Yes, sir. Thank you.

First of all, I want to correct—we don’t pay 8 cents on the dollar
{'or, or we haven’t in this instance paid 8 cents on the dollar for the

oans.

And, yes, some of them will be worth absolutely zero, and have
been. Some of them will be worth substantially worth more than
what we paid. That is the expectation.

Mr. RENAccI. I don’t know how you could pay 8 cents when you
are—whatever you are paying, you are still going to get—once you
pay that back, you still have to contribute 60 percent back to the
FDIC.

Mr. MILLER. That is correct, sir.

Mr. RENAccI. It looks like I am running out of time. Thank you.

Chairman NEUGEBAUER. I thank the gentleman.

And now, Mr. Westmoreland is recognized for 5 minutes.

Mr. WESTMORELAND. Thank you, Mr. Chairman.

Mr. Edwards, you mentioned to Ms. Waters that you were mak-
ing these in smaller amounts. The smallest amount I have seen is
$101 million. Is that a small amount to you?

Mr. EDWARDS. It is in terms of what a potential investor would
have to contribute, and again, that is the book value, perhaps, of
the transaction, but not the terms of the actual cash contribution
that somebody would have to put up. We have not found—

Mr. WESTMORELAND. That is okay. That is just what I wanted
you to—the smallest one so far I have seen is $100 million.

Now, there was one made to a realty group that if you divide the
number of assets into the amount, it came up to about $50,000 per
asset. Couldn’t you have divided those up into smaller things
where more people could want to get in on this deal where they pay
8 cents down and then you loan them the balance at zero percent
interest for 7 to 10 years with no recourse? Don’t you think people
would be interested in that?

Mr. EDWARDS. Again, maybe I should talk first about the 8 cents.
The loans that Rialto ended up purchasing, the equity partnership,
they had a book value of $3.1 billion. The estimated market value,
the implied value based on their bid, was about $1.2 billion.

Mr. WESTMORELAND. Who did that estimate come from?

Mr. EDWARDS. We had a financial advisor who gave us—

Mr. WESTMORELAND. Okay.

Mr. EDWARDS. Yes.

Mr. WESTMORELAND. Thank you. Who is your financial advisor?

Mr. EDWARDS. We have a range of financial advisors, such people
as Barclays, and Stifel Nicolaus. I can get you a list.

Mr. WESTMORELAND. So you are the FDIC and you don’t have
anybody who can advise you on the finances?

Mr. EDWARDS. No, I think that our—

Mr. WESTMORELAND. You have all outside financial advisors?
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Mr. EDWARDS. Correct.

Mr. WESTMORELAND. Now, you said that the Inspector General
was doing a good job.

Mr. EDWARDS. Yes.

Mr. WESTMORELAND. Do you think he is doing it appropriately?

Mr. EDWARDS. I have all the respect, professional respect in the
world for Jon. You can read his background. I think he has a
very—

Mr. WESTMORELAND. Okay. Do you realize that your partner in
this deal said that the Inspector General was being invasive? Do
you agree with that?

Mr. EDWARDS. I don’t agree with it, and I am not aware that
comment was ever made.

Mr. WESTMORELAND. Okay.

Can you give me, not right now but in writing, an example of
where you went in to some unfinished homes and worked it out
with the borrower to finish those homes up? I want to know where
those are at, because I don’t know of any of them. And, in fact, peo-
ple have had a terrible time even getting in touch with somebody
about the FDIC, and the FDIC said we are not a bank, we don’t
do that. So I would like to know where those are, exactly.

But, Mr. Miller, in your testimony, you say that the borrowers
you deal with are advised by counsel at every point in the negotia-
tions. Is that correct?

Mr. MILLER. To the best of my knowledge, they are, sir.

Mr. WESTMORELAND. However, we have heard from different peo-
ple that Rialto’s prenegotiation letter sent to borrowers includes a
clause that prevents the borrower from bringing legal counsel to
negotiations. In fact, I have heard reports that Rialto will not en-
gage with borrowers who have counsel present.

Is this the open process that you are claiming—that you are
holding up as a model?

Mr. MILLER. No, sir. And thank you for your question. As you
know, we have talked about this before.

It is very much our policy to engage in conversation and commu-
nication with our borrowers. And while I respect and understand
that you might have heard one side of the story, I have always
found that anytime I hear one side of the story, it is always very
compelling.

Mr. WESTMORELAND. I know. And I heard your side, and that is
the reason I went to get another side.

Mr. MILLER. Yes, sir. Thank you.

But the reality is, from the prenegotiation letter all the way
through to every negotiation that we have with our borrowers, we
engage borrowers with counsel, without counsel.

Mr. WESTMORELAND. Okay.

Mr. MILLER. We try to engage our borrowers properly and re-
spectfully. And I think—

Mr. WESTMORELAND. So if I brought you a prenegotiation letter
that was sent to a borrower who said that they were not allowed
to have an attorney, you would find that troubling?

Mr. MILLER. I am not sure of the context of that letter, so I won’t
speak hypothetically. What I would say is that in all instances, any
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communication with borrowers starts at point “A” and is subject to
discussion and negotiation. So if a borrower—

Mr. WESTMORELAND. Okay, but if I brought—

Mr. MILLER. Excuse me, sir.

Mr. WESTMORELAND. —a letter from Rialto—

Mr. MiLLER. If the borrower would like to have an attorney
present, the borrower can speak to us and say, “I would like to
have an attorney present, and I would like that as part of my writ-
ten record.”

Mr. WESTMORELAND. I am just asking you if you would look at
a notification from Rialto to a borrower telling them that they
could not have counsel during the negotiations.

Mr. MILLER. Sir, I would certainly look at a communication.

Mr. WESTMORELAND. Thank you. Yes, sir.

Now, what percentage of your negotiators are attorneys?

Mr. MiLLER. I would have to get back with the real number, but
I would say probably 30 percent.

Mr. WESTMORELAND. Okay. So it is possible that somebody who
was not being represented by counsel was actually negotiating with
an attorney. Is that possible?

Mr. MiLLER. I would venture to say probably not.

Mr. WESTMORELAND. Okay.

Mr. MILLER. We generally do not—I can’t speak absolutely, but
I believe not.

Mr. WESTMORELAND. Mr. Edwards, the last time we spoke on the
record, which I think was August 2011—

Mr. EDWARDS. Yes, sir.

Mr. WESTMORELAND. —on structured transactions, I asked you if
it would be best for a managing partner to go to court and obtain
a judgment and allow the borrower to continue to accrue the inter-
est in the taxes rather than foreclosing and taking the collateral
first. Your response was that it seemed to be a case-specific situa-
tion.

Do you remember that conversation?

Mr. EDWARDS. Yes, I do.

Mr. WESTMORELAND. So my office sent you case after case to
prove our claim that Rialto specifically is litigating over negoti-
ating. However, your answers are the equivalent of giving me and
this Congress the finger.

In your letter to Mr. Scott Leventhal, who will testify later—and
I hope that all three of you gentlemen will stay tuned and hear
some of the other side of this story—dated March 27, 2002, you
said, the FDIC states, “Although the FDIC holds an equity interest
in the LLC, such as Rialto, we do not manage or service the assets
that were conveyed to the LLCs or Rialto itself. Therefore, the
FDIC is not in a position to control the resolution strategy to loans
owned by the LLC.”

So you are saying that even though you are a 60 percent partner
in the deal, that you have fronted $642 million, that you have no
say-so in it?

Mr. EDWARDS. No, I wouldn’t say that. We do exercise an over-
sight responsibility. But if you look at how and why we put these
transactions together, it was specifically to make use of the private
sector’s expertise in working out these credits.
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It would not be a true sale if, in fact, we were involved in the
day-to-day management of the LLC. And, in fact, that is exactly
why we created these transactions: so that the government was not
involved in the day-to-day aspects of those transactions.

Mr. WESTMORELAND. Are we going to do another round, Mr.
Chairman?

Chairman NEUGEBAUER. We are going to try.

Mr. WESTMORELAND. I yield back, since my time is up.

Chairman NEUGEBAUER. Okay. Thank you for yielding back.

Ms. Herrera Beutler is recognized for 5 minutes.

Ms. HERRERA BEUTLER. Thank you, Mr. Chairman.

I have a couple of questions. Mr. Westmoreland made a very im-
portant point. Now, I understand that you are saying, in concept
you set up this LLC by way of trying to protect the depositors, and
you are working with the private sector and they are putting in
some skin, and it is supposed to work. We are not opposed to that
idea. The problem is, in practice, we have seen very different
things.

I think you have about 150—or had—loans; some were defaulted,
some were performing. And I have instance after instance after in-
stance of cases—people who did not talk, they were not related—
I shared my church, they are nonprofits, they are developers, it is
across-the-board—who have come to me and said, we cannot nego-
tiate in good faith with Rialto, because they will not work, they
won’t negotiate. I almost laugh to hear you say “negotiate.” It is
like the bully on the playground coming up to the skinny kid and
saying, “Give me your lunch.” That is not negotiating. Yes, the kid
could say no, but he is going to lose his lunch and get a black eye
anyway.

So where this comes to you, if you were operating on your own
with your own capital, you wouldn’t have me here questioning it.
My problem is when an agency steps in and says to a construction
loan that is performing, we are not going to extend any more pay-
ment to you, and then we are going to sell the loan to a business
which has over 20 years of experience and understands how to de-
velop this and has unlimited or very—I shouldn’t say unlimited,
but significant access to capital and a tremendous sweetheart loan
deal, we have a problem.

And so, to hear you say that there is a negotiation taking place
in good faith, I guess that is one thing that I would ask: Is that
something you are willing to go back on? If I present to you cases,
probably 80 of them, where people have not been able to nego-
tiate—many of them are in foreclosure at this point or have lost it
all in bankruptcy—is that something you are willing to work with
us on?

Mr. MILLER. Is that for me?

Ms. HERRERA BEUTLER. Yes, Mr. Miller.

Mr. MiLLER. Yes, thank you for your question.

We have had numerous inquiries through various Members that
we have responded to in writing over and over again. And, of
course, we are always open to and willing to listen to, understand,
and rethink any program or any negotiation that we have in place.

The answer to your question simply is, yes, of course we will go
back, and we want to hear any concerns that people have.
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Ms. HERRERA BEUTLER. Great.

Mr. MILLER. That is why I am here today.

Let me just say that it is very important to know that, number
one, you might only be getting one side of a story. Number two, the
terms and conditions of loan documents are very clear. The sim-
plest answer is, the borrower is always able to pay off their loan.
At the end of the day, they are looking for a compromise. And what
one person might consider responsible or reasonable, another per-
son might say, I need to know the factual landscape.

Ms. HERRERA BEUTLER. That is fair. And in reclaiming my time,
part of my concern is, when someone is—by nature of home con-
struction or commercial development, the way that the loan works
is the money comes in phases. So if the FDIC says, “Sorry, we are
going to cut you off, you don’t get to finish it,” it makes it very dif-
ficult then when you have the new owner of a loan who comes in
and says, “We want it all, we want it all now.” You are, by defini-
tion, picking winners and losers. And the government shouldn’t be
in that business.

Mr. Edwards, I have a question. It is kind of a two-parter. Actu-
ally, between the two of you, I have heard this now. But, Mr. Mil-
ler, your testimony stated that Rialto purchased the 5,500 dis-
tressed loans with an unpaid balance of $3 billion with a purchase
price of 1.2. However, Rialto paid the 250, which is 8 cents on the
ilollar down, and the FDIC picked up the remaining 600-plus mil-
ion.

So you put down 8 cents on the dollar, and I have two questions
with that. First, how were these deals negotiated? And, second—
perhaps this is more for Mr. Edwards—was the highest bidder real-
ly 8 cents? I do have folks in my neck of the words who maybe
couldn’t have hit the whole 100 percent but they could have hit 60
cents, they could have hit 80 cents. But was the highest bidder
really 8 cents?

Mr. EDWARDS. First of all, I will answer your question on the bid-
ding. These transactions are widely, widely marketed. As I was in-
dicating before, we have a prequalification process. In the case of
the two Rialto deals, there were 16 bidders and 42 bids on the first
deal that they bought from us. They were the highest bidder. In
the second deal, there were 11 bidders and 18 separate bids, and
they were the highest bidder. This is a very, very competitive proc-
ess.

Ms. HERRERA BEUTLER. So 8 cents was the highest bid?

Mr. EDWARDS. I think the issue here is, what they bid is a dollar
amount for the percentage equity that they are getting in the LLC.
In this case, it was 40 percent of an LLC with loans that are worth
$1.2 billion. They paid—

Ms. HERRERA BEUTLER. Worth on paper.

Mr. EDWARDS. No, worth with regard to our financial advisor’s
estimate, worth $1.2 billion. They paid $243 million for their 40
percent share of the equity portion of the deal. Fifty percent of the
deal was debt, 50 percent was equity.

Ms. HERRERA BEUTLER. So—

Mr. EDWARDS. So, in other words, yes, they bought—

Ms. HERRERA BEUTLER. —8 cents was the highest bidder in
terms of recovering. Okay, so these—
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Mr. EDWARDS. If you look at this as a metric of percentage of
book value, the 8 cents is correct, but—

Ms. HERRERA BEUTLER. I have to tell you—

Mr. EDWARDS. Yes.

Ms. HERRERA BEUTLER. —one thing I keep hearing is, I ask a
question and then sometimes it is, with the whole portfolio we can’t
pick and choose pieces of it. And then I hear, you can’t break it
down. I keep hearing different points made in response to ques-
tions.

In my mind, we had willing people who could have performed,
and it was the FDIC who stepped in. And it was one of the first
banks that went down in our region. Granted, I don’t think you all
knew what you were doing, and we are bearing the consequences.

But, with that, we will keep going. Thank you, Mr. Chairman.

Mr. MILLER. Mr. Chairman, should I answer my portion of the
question?

Chairman NEUGEBAUER. I think we are going to try to come back
around.

Mr. MILLER. Okay.

Chairman NEUGEBAUER. We are going to have to vote here in
just a little bit.

The Chair now recognizes Mr. Capuano, the ranking member of
the subcommittee, for 5 minutes.

Mr. CApUANO. Thank you, Mr. Chairman.

And, gentlemen, I am kind of put off on this, because the truth
is, I have not dealt with this, so this is kind of a new issue to me.
My office has gotten no calls on this, so I am kind of learning as
we go along. But I have been listening, and I have read the testi-
mony. And, Mr. Inspector General, I have a couple of questions.

I believe you said it in your testimony, but you also put it in your
written statement. You said, according to the FDIC, actions have
been taken to address the suggestions you made.

Mr. RYMER. Yes.

Mr. CApUANO. Have you not checked with the FDIC?

Mr. RYMER. No, sir, not yet. We have not completed the audit fol-
low-ups where we would routinely get back to those.

Mr. CApUANO. Okay. But you will be doing that?

Mr. RYMER. Yes, sir.

Mr. CAPUANO. You have no reason to believe that anything other
than what they have told you is true?

Mr. RYMER. Not at this point, sir, but we certainly will verify
that.

Mr. CapuaNO. Okay. And when you did your audit, did you check
any potential conflict of interest on these things? Was that part of
the audit or no?

Mr. RYMER. The two we completed, no, we did not, sir. But the
one we are doing now, the Rialto work, there is a bidding and se-
lection process portion of that audit that will look at that.

Mr. CapuaNO. Okay. Great. Thank you. And you expect that to
be done, give or take, in August?

Mr. RYMER. Yes, sir, late August.

Mr. CApPUANO. Great. Thank you.

Mr. Edwards, most of my questions—I was going ask you about
that 8 cents on the dollar. I think you just answered it as you see
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it. I wouldn’t mind seeing that in writing at a later time, because
it is hard to follow some of the numbers that get thrown around
when you are not that familiar with it. So I would like to hear
about that a bit little more, because 8 cents on a dollar? I am in.
I have 8 cents. Don’t get me wrong; that is all you are going to get.
But I will get a buck for it. But I understand that there are dif-
ferences of opinion, and I would like to follow it a little bit better.

But I would like to ask you on—actually, I am not sure if it was
Mr. Edwards or Mr. Miller. I believe one of you, maybe both of you,
said that of the loans in the package here, 90 percent of them were
in default. Am I right to believe that most of these loans that are
in default are construction loans? They are not typical mortgage
loans, they are loans that are in the middle of construction, so the
asset you have is possibly a pile of dirt or a hole in the ground?
Is that a fair assessment or not a fair assessment? Understanding,
not assessment.

Mr. MILLER. Sir, if you look at the 5,500 loans, they are a range
of loans. They are not consumer loans, they are not loans on homes
that are occupied by families. They are generally either, really,
land, dirt, or land that is partially developed, homes that are under
construction, shopping centers, office buildings, warehouses.

Mr. CApPUANO. That are mostly under construction. So these are
mostly, for all intents and purposes, construction loans.

Mr. MILLER. Some under construction. Some of them are com-
pleted projects. It is a panoply of property types.

Mr. CAPUANO. The reason I ask is because—I think the point was
made—you can’t pay off a construction loan. If you pull a loan in
a middle of a construction, you just can’t do it. I have had construc-
tion loans. They are really just bridge loans until have you an asset
that you can then take if I ever finish it. So I think that is an im-
portant point to make.

Mr. Edwards, I guess the one question that hasn’t been asked
that I am aware of is, okay, you have 4 percent of all the assets
in this. And that 4 percent is based on book value, not actual value,
and that is fair enough, but whatever, some very relatively small
percentage.

Mr. EDWARDS. Right.

Mr. CAPUANO. There have to be other—or maybe there isn’t—but
I presume there are other bad loans that don’t go into this 4 per-
cent that you handle another way. And I am just curious, if you
get rid of the structured asset sale transaction, what do you do
with these assets?

Mr. EDWARDS. Yes, thank you for the question.

With respect to the $670 billion of assets that were from failed
banks since the beginning of 2008, the lion’s share of those have
gone to acquiring institutions. In the instances where we cannot,
as I described earlier, where we cannot pass those to acquiring in-
stitutions with or without a loss share agreement—

Mr. CApuANO. Hang on.

Mr. EDWARDS. Yes.

Mr. CAPUANO. I need to hear it in English. So I am going to
translate for you, and tell me if I am right.

Mr. EDWARDS. Yes.
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Mr. CAPUANO. Bank “A” fails. You want to sell most of bank “A”
to bank “B.”

Mr. EDWARDS. Absolutely.

Mr. CAPUANO. You go to bank “B,” and bank “B” says, “Wait a
minute. I will take it, but I don’t want these 200 loans.”

Mr. EDWARDS. Correct.

Mr. CAPUANO. “These are no good. I don’t want them. I will take
everything but those 200 loans.”

Mr. EDWARDS. Yes.

Mr. CapuaNoO. Okay.

Mr. EDWARDS. Yes. And then once we get those loans, by defini-
tion, since the bank fails and there is no acquirer, we have to start
working them ourselves.

And as I suggested, there is a percentage that we end up just re-
taining in the portfolio and working out. In other instances, we
work them for a while and then put them into these Structured
Transaction Programs. There are also instances where we can,
mostly with performing loans, put them into securitizations.

Really, the only other alternative is you sell them for cash. The
whole reason that we are doing this program is because cash sales
in a distressed market right out of the bank get incredibly low bids.
As a matter of fact, early in the crisis, we did put some of these
loans in a standard whole loan sale package, and the prices that
we got were very low.

Mr. CAPUANO. Have you or Mr. Rymer or anyone else, have you
done maybe a comparison, for the sake of discussion, take 200 of
these exact same loans that maybe you did just spin them out right
away, take the loss up front, versus the ones you have held? I am
just curious. Your point makes sense to me, but is there any statis-
tical analysis to back that up to say generally that is correct?

Mr. RYMER. Sir, in my statement, we identified an audit that we
have yet to do but that we certainly plan to do. And that is, if you
go back to the $668 billion in total that has passed through the res-
olution process, there are three or four different resolution methods
that have been used principally, and the most popular one is the
purchase and assumption through a bank. Then, there are the loss
share agreement arrangements. And then at the end, the smaller
piece is the one we are talking about today, the structured asset
sales.

I believe it is very important for an independent assessment of
the value of those three resolution methods to be compared to each
other, and to consider the risk associated to the FDIC and certainly
the risk or potential damage or harm that may be happening in a
particular market—

Mr. CAPUANO. And you plan on doing that, Mr. Rymer?

Mr. RYMER. Yes, sir, we do.

Mr. CapuaNO. When you do that, I presume—again, the different
approach is one thing. But as it was explained, as I heard it any-
way, one method is all the so-called good loans and the other meth-
od is all the so-called bad loans. I am sure you do, but I need to
make sure of it: You are going to be doing apples to apples. Com-
paring the return on value for a bad loan to a good loan, very inter-
esting but it doesn’t help. I am sure I know the answer, but I need
to ask.
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Mr. RYMER. Yes, sir. The point we would make is that for like
collections of assets, we would do a comparison.

Mr. CApuANO. Thank you.

Mr. EDWARDS. I think it would be helpful if I just add one point.
Early on in the crisis, as I indicated, we tried to do cash sales; the
prices were just very, very low. At this point in the crisis, as we
market LLC transactions, we market them both as an LLC trans-
action and as a whole loan sale. If the whole loan sale price is bet-
ter, we take that, because the market has now recovered. And, in
fact, we had a transaction with some hotel loans last year, and that
is exactly what happened.

Mr. CApUANO. Thank you.

Thank you, Mr. Chairman.

Chairman NEUGEBAUER. I thank the gentlemen.

I am going to do a very quick lightning round. I am going to give
Mr. Westmoreland 2 minutes, and I am going to hold him to it.

So, you are recognized for 2 minutes.

Mr. WESTMORELAND. Thank you, Mr. Chairman.

I would like to ask unanimous consent to I submit for the record
a letter from American Land Rights and any attached material
submitted by borrowers whose loans have been transferred into one
of these LLCs; a letter from Merolla & Gold, LLP; and a letter from
Tom Carson, a doctor of appraising, really.

Chairman NEUGEBAUER. Without objection, it is so ordered.

Mr. WESTMORELAND. Mr. Edwards, did you go to—or did anybody
go to any of the specific borrowers and say, if you can come up with
8 percent of what the loan is, we will give you a loan for the re-
mainder of it, we will be a partner with you at 60 percent, and we
will give you 7 to 10 years to do this, and it will be at no interest
and there will be no recourse to you? Did you give any of those bor-
rowers that opportunity?

Mr. EDWARDS. No, we did not. What we do—

Mr. WESTMORELAND. Do you think any of those borrowers would
have taken that opportunity?

Mr. EDWARDS. I am certain they would have. But I will tell you—

Mr. WESTMORELAND. Me, too.

Mr. EDWARDS. —what we do when a bank fails is, when an asset
is put into a receivership because we haven’t been able to pass it
to an acquiring institution, we will work with the borrower. If they
give us their current financial statements and we are able to get
an appraisal on the collateral, we will try and do some kind of
workout with them before we even put these loans in a structured
sale. It is a 6- to 9-month period, generally, before that happens.
So we do work with these borrowers.

Mr. WESTMORELAND. You were at the hearing that we had in At-
lanta, and Mr. Miller. We had it at noon in Georgia, and we had
people from Washington State, California, Nevada, Texas, Florida,
and New Jersey who came, who had problems with Rialto. There
was not one mention of Starwood, Four Squared, Colony, or any-
body else. These people traveled on their own dime to come to that
hearing.

That is just one side of the story, and I can’t wait to get yours
on some of these other things. But that is a problem, when you
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have people traveling across the country just to come to a hearing
at which they are not even going to get to testify.

Mr. Edwards, I just find it very, very troubling that the FDIC
has not done more to make sure that at least some of these people
have an opportunity to have the same deal you are offering other
folks. That just makes sense.

And, with that, I yield back.

Chairman NEUGEBAUER. I thank the gentleman.

The gentlewoman from California is recognized for 2 minutes.

Ms. WATERS. Mr. Chairman, I think that what the FDIC is hear-
ing today is our dissatisfaction with the way that they are dis-
posing of these assets in one or two or three different ways.

Mr. Miller, you have the ability, in negotiating with these bor-
rowers, to decide whether or not you are going to demand a payoff,
whether or not you are going to do a loan modification, or what
have you. We have been going through this on housing, and so we
are very concerned about the way loan modifications work or don’t
work. And we have been trying to keep people in their homes.

And while we understand that you have to get the most you can
get for these assets—that is kind of dictated to you—we want some
balance. And we want you to be able to sell these assets and make
a reasonable return on the sales. But we also want to keep these
businesses and we want to give people an opportunity, rather than
taking what they have invested in and giving it to somebody else
for the 8 cents on the dollar that you have been hearing.

So do you hear us, Mr. Edwards?

Mr. EDWARDS. Yes, we do. And believe me, we are very concerned
about how this impacts communities and borrowers. As you just
pointed out, we have a statutory duty under our enabling legisla-
tion to maximize the recovery of these receiverships. The struc-
tured sale transactions, as I pointed out in my oral and my written
testimony, under best estimates have netted the receiverships over
$4 billion more than just a straight cash sale.

I will tell you this, to anybody on the committee: We have said
and we will say again, if there are individual fact-specific borrower
issues that you would like to bring to our attention, we spend a lot
of time looking through those complaints and trying to make sure
that our partners have not violated the LLC agreements in any
way and are acting in a respectful and businesslike manner.

Ms. WATERS. Mr. Chairman, may I—Mr. Rymer, do you audit the
negotiated arrangements with the borrowers that Mr. Miller is
doing, and if so, are you able to determine whether some are more
favorable than others or what have you? Do you audit that?

Mr. RYMER. No, ma’am, we have not.

Ms. WATERS. How do you know what he is doing?

Mr. RYMER. We audited his compliance with the terms and condi-
tions of the contract. That report is not complete, ma’am, but it is
expected to be finished in August.

But I can tell you that the objective of that audit was to audit
his compliance with the terms and conditions of the contract, to
audit the FDIC’s oversight of that contract, to audit the bidding
and selection process that Rialto went through to—

Ms. WATERS. That is not what I am talking about, and I will cut
you off. My time is up.
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Would you make sure that we get a copy of that report? I want
to take a look at what has happened to all of these negotiations.

Chairman NEUGEBAUER. Absolutely. We will get those, and we
will ask the FDIC to furnish us a copy of that report.

Going to go back to a lightning round. Ms. Herrera Beutler?

Ms. HERRERA BEUTLER. All right, lightning, I am going to speak
fast. Thank you, Mr. Chairman.

I understand, Mr. Miller, Lennar is not actually—legally allowed
to buy land acquired by Rialto in this agreement. However, Lennar
has recently decided to begin buying land and building homes in
southwest Washington, in the same area in which Rialto owns
huge amounts of undeveloped land that remains deadlocked.

Can you explain this decision? Are there laws prohibiting Lennar
and Rialto from discussing the loans and the land that they own?
Meaning, you have access to competitors, other developers; you
have their financials, basically. Can you share that information?
And, further, what is to stop Rialto from sitting on the undeveloped
land to jack up the price of development Lennar is planning?

Mr. MILLER. Thank you for your question.

Boy, there are so many things. I feel like I am sitting here as
a villain, and I don’t get to answer any of the questions. Let me
say—

Ms. HERRERA BEUTLER. To a lot of broken homes in my neck of
the woods, you are a villain. And that is not my personal—but I
have a lot of broken homes.

Mr. MiLLER. Thank you. I understand that, and we remain sen-
sitive to that in our offices every day. We are engaged to do a busi-
ness that is difficult, and sometimes it is a little bit—it is adver-
sarial and uncomfortable. And there is no question about that. We
are very sensitive to that. We recognize the landscape.

I have to start by answering the question and telling you, we did
not pay 8 cents for these loans.

Ms. HERRERA BEUTLER. Okay, that is not my question, Mr. Mil-
ler. And I have a very limited amount of time. It is more specific
to Lennar and Rialto, the land that is held, the information that
is shared, and the financials.

Mr. MILLER. Okay.

Ms. HERRERA BEUTLER. And you can provide the rest in writing,
fls far as the 8 cents. I am happy—we will all continue the dia-
ogue.

Mr. MILLER. Thank you.

We have to recognize that Lennar put $250 million of cash that
sits behind the loan and comes out pari passu with money to the
FDIC. We do not play games for our homebuilding business or any-
thing else by investing in loans in any area of this country. Our
homebuilding operation enters various areas of the country having
nothing to do with the activities of Rialto.

Ms. HERRERA BEUTLER. Reclaiming my time, I actually find it in-
teresting that when Clark County was the largest and fastest-
growing county in the State of Washington, Lennar wasn’t there.
Every homebuilder in, like, the west coast was there, but Lennar
wasn’t there until everything went down. And there are these hold-
ings by a company that isn’t the same but they are cousins, so to
speak.
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Mr. MILLER. At that time, it was not economically feasible when
prices were high and it was very difficult for us to enter that mar-
ket. We are entering that market for different reasons.

Yes, we have loans in the Rialto portfolios and the FDIC port-
folios in those areas. Understand that every time we end up
through Rialto taking back a piece of land and unfortunately tak-
ing it back from one developer, we cannot sell that land to our
homebuilding operation and don’t intend to—

Ms. HERRERA BEUTLER. I understand that.

Mr. MILLER. But we are enabling a competitor, another home
builder, to build on that piece of land at a lower basis. So we are
actually invigorating the economy by putting the land in someone
else’s hands. We are not holding these tracts of land for some fu-
ture date or for some other reason.

Ms. HERRERA BEUTLER. And there is no financial information
that is shared between the two on the land that is held, financials?

Mr. MILLER. Recognize—there is no financial information that is
shared, nor would it matter. Remember, our financial information
as a public company is available to everyone. There are no trade
secrets in that. And we certainly don’t seek financial information
on any of our competitors, either through loans that we have or
through other means.

Mr. RYMER. Ma’am, if I could quickly tell you that in the audit
we are doing now with Rialto, we are paying particular attention
to the controls over transactions with affiliates. That is an audit
step that will be in the audit report that you should expect later
this summer.

Chairman NEUGEBAUER. I want to thank our witnesses. I appre-
ciate your testimony.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 30 days
for Members to submit written questions to these witnesses and to
place their responses in the record.

With that, this panel is dismissed, and we will call up the second
panel: Mr. Scott Leventhal, president of Tivoli Properties, Inc.; and
Mr. Edward Fogg, owner of Fogg Construction Company and Fogg
Mortgage Company. If you would take your places, please.

We are trying to get these opening statements as quickly as we
can. We think there are going to be some votes here in a while, and
it will be a fairly lengthy vote.

And so, with that, Mr. Leventhal, thank you for being here. You
are recognized for 5 minutes to summarize your written testimony.

STATEMENT OF SCOTT L. LEVENTHAL, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, TIVOLI PROPERTIES, INC.

Mr. LEVENTHAL. Thank you, Mr. Chairman, and members of the
subcommittee. My name is Scott Leventhal. I am the president and
CEO of Atlanta-based Tivoli Properties, Inc. Tivoli is a developer
of high-rise condominiums, apartment projects, mixed-use projects,
subdivisions, both in-fill subdivisions, lifestyle communities, and
entry-level communities.

I appreciate the time to speak to this committee and would note
that we are all here today because the world has been turned
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upsidedown. And by turning the world upsidedown, there is obvi-
ously some fallout and things that should be reviewed and ad-
dressed.

As an Atlanta-based developer, I am particularly affected by the
fact that Georgia has seen more bank closures than any other State
in the country. For me, that has resulted in multiple banks being
closed, the assets of those failed banking institutions being trans-
ferred through whole bank purchasing assumption agreements
where the FDIC will backstop the losses sustained on those loans
through a loss share, through structured transactions with private
partners, multiple partners, as well as directly liquidated to private
investors.

The subcommittee and the prior witnesses talked previously
about the methodologies and how these loans are liquidated and
transferred, and it is important that we do analyze that.

The whole bank purchasing assumption is a situation where the
FDIC is capable of taking all the assets of a failed banking institu-
tion and transferring those assets to a financially solvent institu-
tion. That institution doesn’t get to choose the good or the bad.
They take the loans, they work the loans out. The loans that are
unable to be sold through a whole bank purchasing assumption end
up in these structured transactions.

The primary difference between these two methods of liquidation
is that when a bank fails and an acquiring bank purchases the as-
sets, the borrower is dealing with the bank. When a bank fails and
the FDIC is incapable of selling those assets to another acquiring
bank, they end up in the hands of a private partner, and in most
instances that private partner is a direct competitor of the bor-
rower.

These structures provide, as previously discussed, management
fees to be paid on the unpaid balance of the loans. They also pro-
vide for interest-free financing for a significant term.

Further, something that has not been addressed in this hearing
is that these structures actually have a disincentive for the private
partner to perform. Meaning that for the private partner to lig-
uidate the assets in the structured transaction, they will get to a
point where the profits that are being split between the private
partner and the FDIC will actually increase to the FDIC and de-
crease to the private partner, thereby diluting the amount of asset
management fees that are available to be collected. If you have 7
years, why finish anything? Why liquidate? Why deal with it?

Another matter which has been touched on today is, when a
bank fails and the FDIC comes in and takes over the assets of the
failed institution through a receivership, and elects to not fulfill the
obligations that are required under the loan agreement, that issue
has a very specific legal term; it is called repudiation.

Now, the consequences of repudiation are very significant. In
many instances, borrowers have borrowed moneys for the purposes
of construction projects. Depending on what point in time the as-
sets or the bank fails, that borrower may be subject to repudiation.
And the FDIC, because of other problems the bank may have, will
elect not to proceed forward. Many borrowers around the country
are facing this issue, and it is resulting in very dire consequences
and dire situations.
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Now, the acquiring bank or the private partner through the
structured transaction also then has the opportunity to pursue the
borrower, pursue the guarantor for the full amount that has been
drawn, except for the lender failed to perform. They repudiated. It
is interesting that the rules are written in pencil in some instances.

I think that the subcommittee should take consideration of the
fact that structured transactions are important. They are impor-
tant to the FDIC’s ability to liquidate assets. But what we need to
do is we need to resolve the issue where direct competitors are
coming in and they are being given access to private borrowers’ fi-
nancial information. It creates an unfair advantage, particularly
when the Federal Government assists and is driving competition
out of the marketplace.

Tremendous litigation is ensuing around the country; and while
many borrowers have the right under the Federal Bankruptcy Code
to seek some sort of debtor protection, they should not be forced to
if the opportunity exists to work those loans out.

I am moving very quickly. I have one last point, Mr. Chairman,
if you would allow my indulgence. I see the clock has changed.

It is very important that we recognize that in a lot of litigation
which is going on around the country, while structured transaction
partners are seeking to recover and get judgments on the obliga-
tion, meaning the note and the guarantee without first foreclosing
on the property or the collateral that secures the loan, you see com-
munities all over, particularly in Georgia, wasting. And that means
that the surrounding properties have severe effects from the fact
that the neighboring property is just wasting away because a dis-
pute is going on between two different parties and it is unrelated.

So Mr. Jones, who lives in a home that is right next door to a
partially developed house or partially constructed house where the
FDIC has come in and repudiated the loan, a successor has then
come in and wants to litigate for the amount of that debt, that
homeowner living next door’s appraised value has declined. They
can’t get new financing. That borrower is now upside down.

[The prepared statement of Mr. Leventhal can be found on page
91 of the appendix.]

Chairman NEUGEBAUER. I thank the gentleman.

Mr. Fogg, you are recognized for 5 minutes.

STATEMENT OF EDWARD L. FOGG, OWNER, FOGG
CONSTRUCTION COMPANY AND FOGG MORTGAGE COMPANY

Mr. FoGaG. Good afternoon, Chairman Neugebauer, and members
of the subcommittee.

My name is Ed Fogg, and I am grateful to be here. I would have
never in my wildest dreams believed that my company’s ultimate
failure would come directly from the governmental policy of the
FDIC and the partners they selected—

hMr. ?WESTMORELAND. Mr. Fogg, would you speak into the micro-
phone?

Mr. FoGa. Yes, sir—only because my bank failed. My story is not
one of a borrower who gave up and walked away from any of his
obligations. I am not a borrower who took out loans with a bank
with no intention of paying them back.
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In late 2008, the Bank of Clark County approached me to pur-
chase some of their distressed properties and develop rental homes.
We closed our last construction loan on Christmas Eve, 2008, and
the bank failed 23 days later.

Without any of the promised help from the FDIC, I still com-
pleted my construction projects out-of-pocket and paid every sub-
contractor. All of our loans were current at the time of the bank
failure.

I am one of the many borrowers whose loans were repudiated for
no good reason, and this has created my problems. I am sure you
know that when a loan is repudiated, it requires me to hold up my
end of the deal, but the FDIC does not have to the hold up the end
of the deal of the failed bank. In my case, it did not fund approxi-
mately $650,000 of the original loan commitment. To many small
businesses, this is devastating.

Put yourself in my shoes. Your bank just failed, the FDIC says
there are no funds available to complete your project, and there is
no construction financing in 2009. But, today, I really feel I am
here to represent the little guy who unfortunately just banked with
the wrong bank, and then eventually our loans were sold into some
sort of structured transaction.

I heard Ms. Sheila Bair speak about the responsibilities of the
American public to make their mortgage payments. I have done
this, and it has really meant nothing.

I have also read the FDIC book called, “Managing the Crisis” and
the clear message is that the FDIC recognized in the past the need
to protect and not hurt communities by not cutting off credit to
businesses and to work with the local communities. I hope in the
future, they emphasize these actions once again.

I do believe the FDIC needs to recover as much money as pos-
sible to reimburse the American taxpayer, but it should never be
done by creating further economic harm in the communities where
they have unfortunately closed banks. Structured relationships
with the FDIC need to be much more careful in selecting their
long-term partners. The partners’ goals should not be to become
the prize of Wall Street but the solution for Main Street.

The FDIC’s partnership with Rialto/Lennar was tricky from the
beginning. All of the loans were basically primarily construction
loans, land development loans, and it is obviously the same line of
work that their parent company Lennar is in. Unfortunately, what
incentive do they have to work out the problems of their competi-
tors? It doesn’t make much sense to hire someone that is your di-
rect competitor to try to help you fix your problems.

In my case, with Rialto, we never had missed any sort of pay-
ments on any programs, even after they repudiated our loans and
we had to come up with the $650,000 out-of-pocket. They eventu-
ally negotiated four different settlements with us, but every time,
they would back out of the settlement. When they finally did offer
me a settlement, they told me to pay my upside down home off
completely or they would foreclose on me.

But they did come back with another option. They offered me a
rate of 8 percent with a $10,000 up-front loan fee on a $250,000
loan. It took me a year-and-a-half to negotiate this loan extension,
and the only extension they would give me was for an additional
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year-and-a-half. I am a mortgage broker, and if I had offered this
to one of my clients it would have been conceived as predatory
lending, as the APR in this loan is 38 percent.

Also, with the attractive financing the FDIC has offered their
partners, it should be able to be passed along to the so-called ex-
perts of the community.

We understand what is in our projects. None of us went into
these loans with the idea of not paying them back. We are experts
in our local markets. We are experts in the product that we are
putting out there. And we alone should be allowed to try to work
with the FDIC to maximize the return to the American taxpayer.
None of us wants to see our projects fail or not succeed.

The problem also isn’t just with structured transactions. I have
five loans with another bank called Frontier Bank. It was acquired
by Union Bank of California. We worked for years and years to
come up with a long-term solution and provided thousands of pages
of income documentation and assets. We finally did receive a denial
for our modification from this bank a few months ago, and the most
amazing part about our denial is they actually mailed the decline
of my modifications to a friend of mine’s P.O. Box. Union Bank
cared so little that they could not even get my address right. The
FDIC should be disgraced by the actions of this partner.

We, the borrowers, did not go into these banks with the goal of
defrauding them or not paying them back. I truly believe that
given the time and acceptable terms, the FDIC would recover much
more money and not force borrowers like myself into bankruptcy or
foreclosure.

I thank you for letting me be here.

[The prepared statement of Mr. Fogg can be found on page 63
of the appendix.]

Chairman NEUGEBAUER. I thank the gentleman.

We now have votes, and so I am going to recess the hearing until
after this series of votes.

With that, we are in recess.

[recess]

Chairman NEUGEBAUER. The committee will reconvene.

We will go to questions with Members, and I will recognize my-
self for 5 minutes.

Mr. Leventhal and Mr. Fogg, you know the basics of why FDIC
is doing these structured transactions. There has been a pretty un-
precedented amount of bank closures over the last few years, tak-
ing on a lot of assets. Some of these assets the acquiring banks
don’t want to take on, and you are familiar with that. Tell me what
you would change about the way the FDIC is handling the struc-
tured asset program?

Mr. LEVENTHAL. Thank you, Mr. Chairman.

As I mentioned earlier, the Structured Transaction Program is
an important tool for the FDIC to be able to liquidate assets, and
it is very sensible that the FDIC goes into partnership with private
partners who are experts in the field. It would not make sense to
get someone who is not an expert.

I think that the primary issue that needs to be addressed is that
borrowers should have an expectation that they are doing business
with banks. Banks operate in a manner that borrowers are accus-
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tomed to. If we could divest the obligations of some of these indi-
vidual borrowers in these structured transactions before they are
entered into, where the private partner comes in and they acquire
all the assets and they take the skill set they have and the assist-
ance they are getting from the FDIC to be able to improve on the
assets, I think that a structure could come about that would result
in one, a better financial reward to the FDIC, and two, an improve-
ment within local economies.

Chairman NEUGEBAUER. Mr. Fogg?

Mr. FoGgG. Why does the FDIC think that for their 40 percent
stake in the deal, they are actually getting a better deal than work-
ing with the local communities? Why is somebody like Rialto more
of an expert on my project than I am? Why do they have to go out
and hire somebody to try to liquidate it, to try and recover, when
I obviously have a vested interest in getting through it?

We didn’t go into these transactions trying to commit fraud. We
went into them to try to make money for our families.

So by the FDIC putting them in a big structured transaction, hir-
ing some guys from who knows where in the country, how are they
more of an expert on my piece of property or my particular grocery
store or high-rise building than I am? All they do is they go out
and, after they get the property, they come back and hire other
people from our community to be their so-called experts when we
were there to begin with.

Chairman NEUGEBAUER. So you heard the FDIC say that there
is a transition period between the time when they acquire those as-
sets and when they put them into the structured transaction. That
period of time is in the neighborhood of 9 to 12 months. In your
own experience, Mr. Leventhal, in that 12-month period before
your loans were put into the structured transaction, tell me a little
bit about your dealings with the FDIC.

Mr. LEVENTHAL. Thank you, Mr. Chairman.

First, I think I would be remiss if I didn’t let this committee
know that I have been very fortunate, and I have recently settled
my disputes, which I had one with Rialto. I have had other matters
with other structured transactions which have not resulted in any
poor experiences for me.

And I can say that my experience with the FDIC may be a little
bit surprising, but during the term of receivership, I worked well
with them. Unfortunately for me, during the term of receivership,
which I believe was approximately October or the fall of 2009 for
about 10 or 12 months, we were facing one of the worst real estate
recessions this country has ever seen. And the FDIC’s willingness
to compromise with me did not lead me to have the ability of rais-
ing the necessary capital to come in and acquire and resolve it. But
I did have a very pleasant experience with the receiver during that
time period.

Chairman NEUGEBAUER. So while they were cooperating with
you, you were in a market where going out and getting additional
financing to take that loan out was not available to you?

Mr. LEVENTHAL. Capital was completely scarce, in particular for
the type of property that was the subject of that loan. It just was
not available. And it still in large part is not available.

Chairman NEUGEBAUER. Was that a condo project?
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Mr. LEVENTHAL. No, the FDIC receivership and Rialto trans-
action were an anomaly for the business I am actually involved in.
It was a suburban townhome project. I had acquired the property
because it was all presold to a major national builder. Three weeks
after I bought the property, the builder canceled on it, terminated.
And that is where I think the Lennars of the world would have an
opportunity of creating value in partnership with the FDIC.

Chairman NEUGEBAUER. All right. Thank you.

I now yield to the ranking member, Mr. Capuano.

You pass?

I will go to Mr. Westmoreland. You are recognized for 5 minutes.

Mr. WESTMORELAND. Thank you, Mr. Chairman, and thank you
for doing this. And I want to thank Mr. Edwards from the FDIC
for sticking around.

Mr. Leventhal, when did you have a settlement with Rialto?

Mr. LEVENTHAL. The settlement has occurred within the last 7
days.

Mr. WESTMORELAND. Okay.

And, Mr. Fogg, did you have any instances where you had some
houses—were you in the residential business?

Mr. FoGgG. I am a residential contractor. But I also build a num-
ber of rental properties and maintain those and keep those.

Mr. WESTMORELAND. Did you have any projects that were maybe
partially completed when the bank failed and you could not con-
tinue on with the construction?

Mr. FoGG. I would like to also answer the chairman’s question
with this, because it kind of ties together.

The bank had approached me to purchase their distressed prop-
erties to build rental housing, because we were experts in that
arena, to get them off their books. The bank failed 23 days later.
We had purchased the land, bought the permits, and put the foun-
dations in. And at that point, we met with the FDIC when they
called us in on the weekend. They said, please come in on Monday
morning and talk to us. It is a pretty unpleasant surprise when
you sit in their meeting and they have an armed guard sitting next
to you. It is not exactly what you expect from your financial institu-
tion.

They asked me to provide them with a business plan of what I
wanted to do to work out the problem. Being in a situation I could
not fail, because obviously I have a lot of other real estate assets

oing on, I came up with a plan where I had loans of approximately
%285,000 a unit. My plan was, okay, you don’t need to give me
$285,000; I will do $200,000 a unit.

The contractor at that time thanked me for the plan and said it
is the best business plan that they had ever written. Please pro-
ceed.

I never got anything in writing. I am an honorable guy. So I took
my own funds and any money I could scrape up to complete my
project.

At the time of completing the project, I brought them lien re-
leases, paid bills, you name it. And at the end of the day, the FDIC
contractor said, I am sorry, there is someone at the FDIC who, un-
fortunately, has made the business decision to not honor their
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funding commitment. I didn’t have anything in writing; shame on
me.

During that period of time, we constantly talked to them. I
talked to them 2 or 3 times a week, trying to see, who do I speak
with? How do I resolve this? I have other unresolved issues. And
they always led me down the path. They led me down the path
every single time.

Mr. WESTMORELAND. This was the FDIC? And was it a branch
or was it the FDIC in D.C. or—

Mr. FocG. When you deal with the local contractor, they are not
actually—I guess—

Mr. WESTMORELAND. This was an FDIC contractor? Somebody
the FDIC had contracted with?

Mr. FoGa. It was called Quantum Services—Quantum Invest-
ments—or whatever they wanted to call themselves. But they are
the figurehead or the face of the FDIC that you meet in your local
community.

Mr. WESTMORELAND. Okay.

Mr. FoGaG. You never get a chance to speak to anybody actually
at the FDIC.

Mr. WESTMORELAND. Mr. Leventhal, do you know of any—and 1
know you dealt with Starwood, I think. Is that not true?

Mr. LEVENTHAL. Yes, sir.
hMr;) WESTMORELAND. And that was a pretty decent experience
there?

Mr. LEVENTHAL. No. I lost a great building that I had con-
structed. I turned it in from a condo project. It was at the worst
time to have built a condo project. Made it a hundred percent cash
flowing building at 90 percent occupancy.

Starwood had a great deal. They came in and they foreclosed out
the building because the building that I spent $51 million building
was not even worth $29 million. That is a really staggering thought
when you consider it. And I had investors that lost upwards of §15
million in the transaction.

Personally, it wasn’t a bad experience. It was a nonrecourse loan.
I wasn’t made to suffer, as some debt collection efforts would. And
Starwood has since come in and they have taken back lots of collat-
eral. And Atlanta is now in a good position because condominiums
have sold so much that it almost makes sense to build another
condo building—almost.

Mr. WESTMORELAND. One last question. Are any of you familiar
with any subdivisions that were halfway completed or developed,
say that phase one was finished and sold out, had 22 homes in it
or whatever number, phase two was being developed, and all of a
sudden the bank went out of business financing it, and the FDIC
sold that to a structured loan agreement, and they couldn’t work
it out or sued immediately and it sat there? And the 22 finished
houses suffered the loss—or at least the previous homeowners were
suffering a loss for their equity and their investment.

Mr. FoGag. I own those homes. I purchased a property from the
Bank of Clark County, built those homes out-of-pocket, as I said.
And then within the same subdivision, there were probably 5 or 6
other bare lots, half-finished houses, holes cut, overturning weeds,
houses turned into drug houses.
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I am a direct victim of that in my unfortunate situation of the
houses that I spent $285,000 to build are not worth that due to the
fact that they let this property languish.

And if you drive anywhere within Clark County, you are going
to find subdivisions car-high in weeds. It is a bad situation for a
lot of guys.

So, yes. Personal knowledge? I own those subdivisions. I own the
homes in those subdivisions.

Mr. LEVENTHAL. I drive past many of them in Georgia.

Chairman NEUGEBAUER. The gentleman’s time has expired.

Ms. Herrera Beutler is recognized for 5 minutes.

Ms. HERRERA BEUTLER. Thank you.

I am glad you asked that question, because I wanted to reiterate
that it is not that you got out over your skis. You did it in good
faith, you put your own money up, and then the FDIC was the one,
fr(()lm 1my understanding, that came in and said, okay, that is not
a deal.

So one of the things that I heard Mr. Edwards talk about was
that period of time, the transition period. And I understand that
during our transition period in some of the cases I have worked
with people were getting good back and forth, there was a negotia-
tion taking place, and people—borrowers actually felt like they
were in a good place. But then they made the sale, and those deals
were all null and void. If they weren’t completed before it went to
Rialto, whatever the FDIC had negotiated was voided.

But it sounds like in your case Quantum told you—

Mr. FoGa. Yes.

Ms. HERRERA BEUTLER. —before—

Mr. FoGG. We have lots of different issues.

So the first thing is, yes, Quantum did tell me that they would
have no problem getting the approvals from the FDIC for me to get
a reduced amount of funds to finish my construction project. When
that didn’t happen, obviously, I spent hundreds of phone calls and
meetings with those contractors to try to resolve something. The
gentleman at the FDIC I think felt so bad at the end, or the Quan-
tum, of unable to resolve anything with the FDIC that they actu-
ally, on one of my notes at the time of being prepared for sale to
Rialto, they actually prepared a 1l-year extension on one of my
notes that had matured so that I would have adequate time to
hopefully work with Rialto.

When my attorney and I brought that note to Rialto, Rialto’s re-
sponse was, that note is not signed. That is not valid. You are in
maturity default.

I am like, I have gone this far. Do you really believe that I would
fake?a note from the FDIC to try to gain a six-more-months exten-
sion?

The only reason we had done it at that time was so that once
we did get somebody in place that could hopefully make some sort
of a decision to help us get through these assets, we would be able
to show we were still in good standing. Because we had never
missed a payment on one loan at that time.

Ms. HERRERA BEUTLER. This brings me to the point—from your
first to final communication with Rialto, the first one that you got,
was it a letter saying that you cannot use a lawyer? Were those
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precondition notices that they sent out? Was that how they started
it with you? Or were you already in that?

Mr. FoGa. It has been so long ago on that. The only thing I re-
member from those conversations was I was supposed to sign a
pre-negotiation agreement that said I could not bring any legal ac-
tion against them for any reason. They wanted, obviously, all my
financial data and all my documentation. But that was kind of the
first hello, I am your lender, give me all your information. That
was basically it. We never signed the agreement. At that point, I
felt I wasn’t going to sign my rights away in the beginning.

Ms. HERRERA BEUTLER. Very good.

With that, I yield back.

Actually, if I could ask one more quick question?

Chairman NEUGEBAUER. Sure.

Ms. HERRERA BEUTLER. Thank you, Mr. Chairman.

In meeting with some folks—and I will say this is more for the
record—I have had a number of folks who were in similar situa-
tions in our area who will not—do not want me to use their names
or their companies, because they are terrified of repercussions, be-
cause Rialto now owns part or all of them, and they don’t want to
go on record.

But I have had them talk to me, and one of the ones brought up
the question of—and I don’t know if you can even answer this ques-
tion—two Quantums. There is a Quantum contractor through the
FDIC, but I believe there is another Quantum that is in or a sub-
sidiary of Rialto. And there is confusion. The borrowers don’t know
who they are talking to. Can you bring—

Mr. FoGa. Yes. Initially, when the FDIC closed the bank, they
brought in Quantum—I don’t know—Quantum somebody. And
their job was to unwind the operations of the daily bank who col-
lects your information and gets your loans off to whoever at the
FDIC.

When Rialto took over the loans, they hired a company called
Quantum Servicing, and they are the ones who are supposed to do
your payment processing of your checks. I would say it is probably
one of the poorest organizations I have ever dealt with. I had never
missed a payment to those guys, until, unfortunately, we had to file
Chapter 11 last week. But they could not track your payments.
They didn’t have billing statements.

So there are two distinct Quantums, and neither of them are
very good.

Ms. HERRERA BEUTLER. Thank you. I yield back.

Chairman NEUGEBAUER. Thank you.

And I thank the witnesses for coming. I think we had two good
panels.

My takeaway is that, while this process probably has some merit
to it and it is helping work through a tremendous amount of inven-
tory, we have heard concerns. We have folks from the FDIC who
stayed over, and we appreciate that. Hopefully, they are listening
to those concerns.

And the Inspector General is doing an audit and has done an
audit. I think we will want to review the findings of that.
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It is unfortunate that we had these kind of market conditions
that created the need for these kinds of activities. But we appre-
ciate the thoughtful testimony that the witnesses gave.

If there are no other—

Mr. WESTMORELAND. Could I ask one question?

Chairman NEUGEBAUER. Yes.

Mr. WESTMORELAND. Mr. Fogg, could you furnish a letter for the
record of the first letter you received? Do you still have that?

Mr. FoGa. I am sure my attorneys have it.

Mr. WESTMORELAND. Okay.

Mr. FoGa. I can get that for you.

Mr. WESTMORELAND. If you could just get that to us, I would like
to put that in the record, if there is no objection.

Chairman NEUGEBAUER. Without objection, it is so ordered. If
there are no other questions, this committee is adjourned.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 30 days
for Members to submit written questions to these witnesses and to
place their responses in the record.

[Whereupon, at 5:58 p.m., the hearing was adjourned.]
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Statement of Congressman Gary G. Miller

Subcommittee on Oversight and Investigations Hearing

“Oversight of the Federal Deposit Insurance
Corporation’s Structured Transaction Program”

Hearing held on May 16, 2012

The purpose of this hearing was to examine the use of structured transaction sales by the Federal
Deposit Insurance Corporation (FDIC) in which the FDIC partners with private-scctor entitics to
dispose of assets acquired by the FDIC when it resolves a failed bank.

1 appreciate Chairman Neugebauer convening this hearing. I have received statements from: (1.)
Mr. Mike Mugel of Red Mountain Retail Group and (2.) Ms. Sharon Newby Gilbert and Ms.
Sondra Newby Mayer of Rancho Santa Fe, California that I would ask to be included in the
hearing record. These statements recount real life examples of the flawed process endured by
borrowers when their banks were placed into Receivership by the FDIC. This testimony
provides the Committee with poignant examples of viable construction projects that ultimately
failed as a direct result of bank failures, where the FDIC took over as Reeeiver. | appreciate these
individuals sharing the details of their own personal stories with the Committee.

The examples contained in this testimony raise serious coneerns about FDIC policy and practice
toward existing construetion loans when a bank fails. In many cases, the FDIC takes over as
Reeciver of a bank literally months before the construction projects are coniplete but the process
does not allow for such projects to be completed. Instead, the apparent protocol is to cease
construction loan payments, which makes it impossible to complete the project.

If the FDIC had not taken over as Receiver, funds for these projects would have continued and
the contractors building the project would have completed construction and paid off the loan as
planned. Clearly, the FDIC should take over banks that are failing. However, when the FDIC
takes over as Receiver, it should separate out the viable loans from the loans that caused the
bank’s failure and make sure those viable projects are not harmed during the receivership. When
a viable loan is forced to be called carly, it oftentimes forees the project to fail and actually
creates losses for the FDIC. 1 have introduced legislation, which is cosponsored by 105 House
members, to prevent bank examiners from forcing banks to call construction loans that are
current and in compliance with loan terms. If a bank fails, such protection should also be
extended for those borrowers.

I am pleased the Oversight Subcommittee is looking at this program as these are egregious
examples that have been raised about people who, through no fault of their own, have lost
substantial sums of money for no reason. ] thank Chairman Neugebauer for his leadership on
this important issue and urge all of my colleagues to read the testimony of Mr. Mugel and of Ms.
Gilbert and Ms. Mayer.
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Testimony of Mike Mugel, CEO Red Mountain Retail Group

Prepared for Submission for the Record to the
Subcommittee on Oversight and Investigations

May 16, 2012 Hearing

“Oversight of the Federal Deposit Insurance
Corporation’s Structured Transaction Program”

LACK OF GOOD FAITH AND FAIR DEALING

An unintended consequence of the recently enacted bank/FDIC JV structured program is that
these new structures have no incentives for their principals to act in good faith and certainly do
not favor fair dealing when working with their existing Borrowers.

My name is Michael Mugel and I am the CEO of a shopping center and residential re-
development company headquartered in Santa Ana, Califonia. I currently do business in nine
states in the country and ] have created over 15,000 jobs through re-development over the past
20 years.

I know this may sound obvious but most Borrowers borrow money from banks because they do
not have endless amounts of cash on hand.

Real estate financing is essentially a form of collateral based lending. That is, the amount of the
loan is based on the value of the collateral. When a Borrower looks to obtain financing for the
acquisition or development of a piece of real estate, the loan is underwritten by a bank using the
real estate as the primary piece of collateral, not the financial strength of the Borrower. In most
instances, a principal or other related entity of the Borrower also provides additional personal
guaranties securing the Borrower’s repayment of the loan, which is used by the bank to further
protect itself in the event of the Borrower’s failure to perform under the terms of the loan and in
the event the collateral does not maintain its value.

Well, what happens then when the bank that madc the loan is taken over by the FDIC and an
acquiring new bank/FDIC JV defaults under the loan documents and does not aet in good faith
with a Borrower?

What happens when one's bank fails and another bank takes over and stops funding a project
immediately so that the project cannot be completed?

How can a Borrower fulfill his or her obligations under their loan documents when the new
FDIC/JV new Bank's first action is for them to turn off a Borrower's loan mid-development?
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In these situations, the Borrower has not breached or committed any default under his or her loan
documents and please remember that this loan was underwritten using the real estate as the
primary source of collateral.

The FDIC/JV Bank is choosing to shut a project down mid-development and as a result have
intentionally or unintentionally collapsed the value of the asset. Those actions now put the
Borrower and/or its guarantors in harm’s way under the terms of the loan documents and the
personal guarantees that signed as part of their loan agreement (But the Borrower has not
defaulted so how can they be held personally liable?).

The FDIC/JV Bank does not care about being held to a loan agreement as the FDIC "washes"
clean the new lender from being liable under the old loan agreement. The new acquiring
FDIC/JV Bank entity can do whatever they believe is in their best interests.

The FDIC/JV Bank then begins the process of chasing the Borrower and its guarantors on his or
her personal guarantees and this new venture begins collecting fees for managing the very long
Iegal process that is about to ensue. They collect fees for foreclosing the property, they collect
fees for managing, leasing and asset managing the property, and they collect fees for ultimately
selling the property.

Certainly this cannot be seen as using Good Faith nor Fair Dealing with Borrowers when the
FDIC/JV new Bank are the ones who are choosing to stop the funding of the project contrary to
the terms of the loan documents and absent any default by the borrower.

Under this scenario, the Borrower cannot complete the project, the economic value of the project
collateral plummets, as the unfinished project is now seen as a "broken project”, massive jobs are
lost because the project cannot be completed and the project sits on the servicer's books for years
booking servicing fees to their balance sheets.

These scenarios are not storytelling and I have included some real life examples.

Example number one (2009):
Sugar House Redevelopment, Salt Lake City Utah

I purchased 343,000 square feet of abandoned industrial, warchousc and retail buildings in the
City of Sugar House, Utah for purposes of converting the buildings into a new hotel, Apartment
and strip retail project (1,000 new jobs for the area). My bank was Pacific National Bank which
was owned by a group of nine banks out of Chicago.

We purchased all the buildings in late 2007/08 under an acquisition loan and upon receiving our
entitlements from the City of Salt Lake, Pacific National Bank ensured us that we would be
receiving our second round of funding or $6MM to complete the project.
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Of course, Pacific National Bank then failed and the FDIC under a 90%-10% loss share
agreement gave the bank to US Bank. We were happy about this because we had just paid off in
full another re-development loan with US Bank.

We met with US Bank at their offices in San Francisco and they notified me immediately that
they had started the process of putting a charging order against my home and that they werc
looking for me to personally pay the loan off mysclf.

[ flew up to San Francisco to build a new relationship with my new bank and they notified me
that even though the bank that made me the loan defaulted on its funding obligations that the
loan was now due and [ would be held personally liable.

The new bank notified me that they wanted me to agree to a “friendly foreclosure” and give the
project to them and that they wanted me to write an additional check for $500K. Then and only
then would they, the bank, stop chasing me and let me off the hook for my personal recourse.

You see, under the loss/share arrangement, the new acquiring banks make more money (fees) it
the real estate is owned by them (REO) and they certainly cannot lose money in their new
venture with the government unless the property value is diminished by over 90%.

When US Bank took over my bank, 3 local brokers opinions of value were solicited by them for
the project with all the brokers values coming in around $14-$15MM for an "as is" value of the
property.

My loan was $10MM.

Clearly the FDIC/JV Bank was protected and my $5MM of equity was protected.
US Bank ignored their own opinions of value and began the foreclosure process immediately and
went after my home with a charging order.

This project was the 5th project where my lender had failed and 1 simply could not sustain 5
lawsuits.

Under incredible duress, I called my Partners and shared with them the position that I was in as
the guarantor of the loan and I told them that I was going to have to reluctantly write a check for
$500K and give the keys to our property to US Bank. That is exactly what I did as [ could not
jeopardize my family to fight a system set up by the Federal Government to help the banks and
not the borrowers.

Here is the most difficult part of the story, 1 1/2 to 2 years later US Bank sold the property for
just 36MM wasting millions of dollars in US Taxpayers money.

However, US Bank, through its fee structure and revenue sharing with the FDIC, only made
money.

Example number two (currently taking place now):
Upland, California 10 acres of land
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1 own 10 acres of land in the City of Upland, California which has an old 80,000 square foot rose
packing plant located on it. It has views of the mountains and is ideally located in the "Colonies"
which brings top dollar for residential values and retail rents. Originally, the project was going
to be a mixed use retail and residential re-development.

My bank on this project and 3 other projects was Wachovia Bank.

Of course Wachovia Bank failed and Wells Fargo was given the assets of Wachovia under a
loss/share arrangement by the FDIC.

[ met the Wells Fargo Bank people at my office back in 2009 and they immediately threatened
me with all my recourse provisions in my original Wachovia loan documents and immediately
threatened to turn off my loans. One employee literally chased me around my office demanding
that I ptace a second trust deed on my house and any other real estate that [ own with little debt
so that Wells Fargo would be more secured in their loan positions.

1 threatened to sue Wells Fargo for their actions and after some very difficult negotiations they
reluctantly agreed to "extend" all 4 of my loans. For the extension, I paid all of Wells Fargo's
additional fees and points to "extend" my loans and to date I have never missed a payment. In
fact three of the four loans, including a $1MM unsecured credit were repaid carly.

I should be considered to be by Wells Fargo what would otherwise be known at any other bank
as a AAA borrower.

My only loan left with Wells Fargo is the $4MM loan on the 10 acres of land in Upland.

[ currently have the 10 acre property in escrow for $5.850MM with an all cash buyer with a
scheduled closing date for the end of this ycar.

The loan recently came due and 1 need a 6 month extension of the loan terms from Wells Fargo
to get enough time to close the escrow.

I approached Wells Fargo 45 days ago and they threatened me with my personal guarantees and
stated to me that they are not going to extend my loan and have repeatedly told me that they are
going to foreclose the property. In fact they have already commenced a foreclosure action.

Even though | am in escrow on the property for $1.850MM more than their $4MM loan and
regardless of the fact that [ have 7 other offers on the property for $5.750-$5.850MM and
regardless of the fact that 1 have never missed a payment, paid off 3 other loans and carried the
morlgage payments on this property for the past 3 years without fail, Well Fargo has now taken
action to foreclose the property.

[ even offered Wells Fargo an additional $1MM in free and clear property that 1 own as
additional collateral for their $4MM loan on my Upland property and they declined it saying
they were only interested in foreclosing on the property and chasing my personal guarantees.
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This is happening in real time right now.
How is this acting in Good Faith and Fair Dealing?

1 only need a 6 month extension and the value of the property is clearly worth much, much more
than Wells Fargo's loan.

This is just abuse of course.
[ will have to file a law suit to protect my asset.

Why as a Borrower am [ being put into this position by an FDIC/Wells Fargo structure in the
first place? Clearly their approach to acting in Good Faith or Fair Dealing is a waste of their
time, my time, a waste of money, a killer of jobs (2 years per project at a time), a clogging of our
court systems and an abuse on Main Street people.

Why do they do this?

Wells Fargo has nothing at risk in their FDIC/JV Structures. They do not lose if the property
value is diminished and the only remedy a Borrower can act upon is the legal system. 2-6 years
of time and a $1.5-$2MM cost per lawsuit does not make for a very realistic business plan for
most borrowers. We are Main Street people not Wall Street people.

GOOD FAITH AND FAIR DEALING must be brought back into lending immediately. Six (6)
of my banks failed and this FDIC/JV Bank scenario has caused me and my company to suffer
incredible losses and endure what 1 can only describe as much unnecessary abuse and economic
waste.

On several occasions now [ have had to notify my Partners that although we had done nothing
wrong and although we were on track with our projects that we would indeed be giving our
property back to the FDIC/new Bank because 1 as the Guarantor of the loan did not have
adequate resources or sufficient capital to sue each and every one of our 6 banks.

In conclusion, it is imperative that the Federal Government enact legislation that would obligate
the lending industry to observe and maintain a system that is based on a standard of “good faith™
and “fair dealing” with their borrowers. In other words, the system must be based on what is
best to maintain the value of the real estatc collateral at issue and not what is just best for the
lenders or their services in order for them to minimize their perceived risk or maximize their fees
and other revenue.

Thank you for your time in listening to our concerns with these matters.
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Chairman Neugebauer, Ranking Member Capuano and members of the House Committee on Financial
Services, Oversight and Investigations Subcommittee:

Thank you for the opportunity to provide this written testimony.

Our parents, Ken and Worthene Newby, lived and worked in Southern California for decades after
migrating from Oklahoma. While in California, they worked tirelessly and slowly built a life based on
hard work and honesty. They also raised a beautiful family of two daughters and three grandchildren. Mr.
Newby started as a laborer and worked his way up to a mason, then a masonry contractor, and cventually
became the owner of a well-known and successful general contracting and building company. He built
many important and historic buildings in the City of Riverside, where he and his family resided, and other
parts of Southern California, including Riverside Polytechnic High School and the first mall in Riverside
County, The Plaza. His wife, Mrs. Newby, ran the office of their dynamic development company.

They paid their taxes, followed the law, voted in elections, and utilized honest business practices.

At some point, our parents purchased a substantial hill-top parcel on which they planned to build a gated
condominium community named Rocky Pointe Springs in Riverside, California. These semi-custom
homes would include 5 single family units and 16 duplex-type units totaling 21 condominiums, all in a
prime location. Before they could realize their plans to build it, our mother, Worthene Newby, passed
away in December 2002.

Subsequently, our father started the project. Before he could even put a shovel in the ground, he paid
$500,000 for school taxes and $1,000,000 for a builder’s insurance policy. Since he did not want to pay
high interest rates or become overextended by accumulating debt, Ken paid for everything himself using
the majority of his life savings. These side-of-the-hill lots were more expensive than customary lots since
many of them had to be engineered with steel caissons and Verdugo retaining walls.

After spending over $7,000,000 of his own money, Ken got a construction loan from Ist Centennial Bank
of Redlands to finish the project. The bank called him their “Star Borrower™ since he had previously
invested so much of his own money and also because he was known throughout Riverside as a high-
quality builder. The bank valued the property he encumbered at $13 million. He signed a construction
{oan for half, $6.7 million. As is customary, it would become due and payable after one year, in this case,
Oct. 12, 2008.

Unbeknownst to our father, as early as January, 2008, the FDIC was investigating 1st Centennial Bank for
fraud, gross negligence, reeklessness, and willful miseonduet, citing amongst other things officers who
were taking large improper commissions. In June of that year, FDIC representatives had ordered the bank
to bring in $30 million because they were woefully under eapitalized, according to an FDIC Investigatory
Report from August 2009. By July, 2008, the bank vouchers approved by the job superintendant and the
bank inspector were becoming routinely late for payment, and very few were paid in August and
September, apparently in a futile effort to artificially boost the bank’s cash reserves.

This slowed construction down considerably, created anxiety for remaining eontractors, and made it
impossible for our father, Ken Newby, to finish construction in a timely manner. In decades of building,
many times with larger projects than this one, he had never had such a problem. Over $600,000 in unpaid
vouchers were ultimately not paid by the bank.

Mr. Newby got a short six-week extension in October 2008. When that ran out, the bank personnel told
him that he needed to commit more of the property he had worked his entire life acquiring in order to

-
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extend the loan five more months until April 2009. Don Bruner, then Vice-President of st Centennial
Bank, knowing full well that FDIC was closing the bank, went to Ken and offered a loan extension.

At this time our father, at age 88, had endured two back surgeries, both with complications, and was
spending most of his time in bed. With no legal counsel, on heavy medication, and suffering from early
onset of what appeared to be Alzheimer’s Disease, Mr. Bruner went to our father’s home and had him
sign all of the documents for the extension and also coerced him into encumbering three additional
properties in order for him to get a loan extension. Thesc propertics, like the carlier one, Rocky Point,
were owned free and clear at the time the properties were used as collateral for the 1st Centennial
construction loan.

Our father seriously believed that if he did not sign over his three collateral properties, he would not get
the loan extension and would lose the very project he had put almost his entire life savings into building.
He belicved he had no choice. On November 30, he encumbered three more properties, including his
personal residence, all valued by the bank at well over $3 million.

During this very time period when bank personnel were falsely telling the public that the bank was “well
capitalized”, the FDIC was preparing a Cease and Desist Order and working to shut the bank down. On
January 23, 2009, the FDIC acted and closed the bank. The bank’s breach of contract and breach of trust
not only jeopardized almost all he had built financially, it also scverely impacted our father’s precarious
health and his life.

‘When the bank was taken over, all disbursements stopped cven though $2.4 million was Icft to disburse to
Mr. Newby to finish construction. The subcontractors did not get paid and our father had no money left to
continue the project.

Ken Newby died on September 1, 2010, after 6 weeks in the hospital. He never gave up hope that his
beautiful project would be completed and sold. To this day. it stands empty and unfinished.

On February 9, 2010, the FDIC sold our father’s note and loan along with hundreds of others to Multi-
Bank. Later they were transferred to a subsidiary, Rialto Capital/ RES-CA NFT, LLC, a Florida based
LLC.

We have had many opportunities to sell Rocky Pointe Springs, but without RES-CA's willingness to
negotiate, our potential buycrs with legitimate offcrs have gone somewhere else. They have now sucd our
father’s estate and the trust he set up with our mother and they are threatening to come after anything left
in order to satisfy the loan. We have had to hire legal counsel to represent us at great expense to defend
ourselves.

At one point, a top official for Rialto Capital told us that they intended “to take everything we have left.”
In an effort to accomplish their goal RES-CA filed suit against us in April 2011. This is not the way our
own government should treat honest law-abiding citizens like our parents or us. If not for the breach of
contract and trust, the fraud, and financial elder abuse, the project would have been completed and all of
this could have been avoided. Instcad, we are being harassed and threatened with financial ruin.

We hope your august committee will investigate the abusc of power and threats of which we have been
subjected.

Again, thank you for the opportunity to provide this written testimony.

"2



51

STATEMENT OF

BRET EDWARDS
DIRECTOR, DIVISION OF RESOLUTIONS AND RECEIVERSHIPS
FEDERAL DEPOSIT INSURANCE CORPORATION

on

OVERSIGHT
of the
STRUCTURED TRANSACTION PROGRAM

SUBCOMMITTEE ON OVERSIGHT AND
INVESTIGATIONS
COMMITTEE ON FINANCIAL SERVICES
U.S. HOUSE OF REPRESENTATIVES

May 16, 2012
Washington, D.C.



52

Chairman Neugebauer, Ranking Member Capuano, and members of the
Subcommittee, we appreciate the opportunity to testify on behalf of the Federal Deposit
Insurance Corporation (FDIC) on the FDIC’s role as receiver for failed insured
depository institutions. As requested, our testimony will focus on how structured
transactions are used as a strategy to maximize the value of assets secured by real estate
for the benefit of the Deposit Insurance Fund (DIF) and the depositors and other creditors
of the failed institutions,

As described in more detail below, an FDIC structured transaction refers to a
resolution strategy that involves the creation of a legal structure to manage failed banks’
assets. This type of transaction has been used for approximately 4 percent of $668.8
billion of the book value of failed bank assets inherited from bank closures {rom January

2008 through May 12, 2012.

The Challenging Environment for FDIC-Insured Institutions

The banking industry has undergone a difficult process of balance sheet
strengthening. Capital has been increased, asset quality has improved and banks have
bolstered their liquidity. However, levels of troubled assets and problem banks are still
high. While the economy is showing signs of improvement, downside risks remain a

concem.
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Nationally, through May 11, 2012, there have been 437 bank failures since the
beginning of 2008. While still high, the current pace of failures is slowing. There have
been 23 failures so far this year compared to 40 failures at this same point last year.

The FDIC is keenly aware of the significant hardship bank failures imposc on
communities across the country. The FDIC’s supervisory goal is to avoid bank failures
whenever possible by initiating timely corrective measures. Historically, most problem
banks do not fail and continue to serve their communities. In addition, most banks

across the country are in sound condition, well capitalized, and profitable.

FDIC’s Duty to Resolve Failed Banks

Throughout the financial crisis, the FDIC has worked to maintain financial
stability and public confidence in the banking system by giving depositors of failed
banks quick and easy access to their funds. When the chartering authority closes an
FDIC-insured institution, the law requires the FDIC to use the least costly method of
resolving the failing institution. The least costly method minimizes the cost of bank
failures not only to the DIF but also to the thousands of banks and thrifts that fund the
DIF through insurance premiums.

In resolving failing banks consistent with the least cost mandate, the FDIC returns
as many of the bank’s assets and liabilities to the private-sector as quickly as possible.
Hence, we strive to effect a “purchase and assumption” agreement for the whole bank, in
which the receiver transfers all of the failed bank’s deposits, assets and certain liabilities
immediately after the bank closing to an acquiring bank. This type of transfer includes

performing and non-performing assets at a competitive price. Unfortunately, the FDIC is
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not always successful in resolving banks in this manner. Often, failing banks with little
or no franchise value and poor asset quality do not attract sufficient interest from viable
bidders to allow for a whole bank purchase and assumption. In those instances, insured
depositors are paid the full amount of their insured deposits. Uninsured depositors and
other general creditors are given receivership certificates entitling them to a share of the
net proceeds from the sale and liquidation of the failed institution’s assets. The FDIC as
receiver then uses an alternative disposition strategy for these failed bank assets, such as
cash sales, structured transactions and securitizations, to maximize recoveries to the

receivership.

Disposition of Failed Bank Assets

During the last banking and savings and loan crisis in the late 1980s and early
1990s, the FDIC retained many of the failed bank assets it could not sell to acquirers and
managed those assets utilizing in-house resources. This practice often resulted in selling
assets into distressed markets at prices below their intrinsic value and also required that
the FDIC maintain a costly asset management infrastructure that was less efficient and
not as nimble as that of the private sector. As a result of these experiences, the former
Resolution Trust Corporation (RTC) entered into various joint ventures and partnerships
with the private-sector to sell a significant number of failed thrift assets, and those
programs proved successful. Consequently, the FDIC initiated its own structured
transaction sales program in May 2008 patterned after the program used by the former

RTC. For the 32 structured transactions ecompleted to date, the FDIC estimates savings of

(O8]
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over $4 billion versus the recoveries it would have realized in cash sales at the time these
structured sales transactions were consummated.

The structured transactions allow the FDIC to facilitate the sale of many assets
that are difficult to market and sell. The FDIC as receiver generally retains a majority
interest in the proceeds from the assets, while transferring a minority interest in the net
recovery and day-to-day management responsibility to private-sector experts. Because
they have an ownership interest in newly formed limited liability companies (LLCs) that
own the assets, and because they share the costs and risks of managing those assets, the

private-sector experts have a vested interest in maximizing the assets’ realizable value.

What is a Structured Transaction Sale?

In structured transactions, the FDIC pools a group of similar assets, such as
single-family, commercial real estate, or construction-type Joans from one or more
failed bank receiverships and transfers them to a newly formed LL.C. In exchange for
contributing the assets, the FDIC receives all of the ownership interests, or equity, in the
LLC. Through a competitive bid process, the FDIC offers a portion of the equity in the
LLC to pre-qualified private-sector asset management experts. Once a pool of real
estate assets has been identified, the FDIC engages a financial advisor to evaluate the
portfolio and market the equity interest in the transaction. The financial advisor
analyzes the portfolio and recommends to the FDIC an optimum strueture and terms for
the transaction. Of the $25.5 billion in assets originally included in structured
transactions, $16.4 billion or 64 percent were nonperforming as of the respective

closing dates.
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Structured transactions are only offered to sophisticated counterparties that are
qualified to engage in the types of transactions offered by the FDIC, and only to those
counterparties that are able to demonstrate to the FDIC that they can bear the economic
risk associated with the acquisition of an equity interest in the LLC (including the

potential that they may suffer a complete loss of their equity investment in the LLC).

The Structured Transaction Entity or LLC

Prior to marketing the transaction, the FDIC determines the amount of equity
interest in the LLC to be sold. The interest sold has ranged from 20 to 50 percent. The
winning bidder in a structured transaction sale pays cash for its cquity interest in the
LLC and takes on responsibility for day-to-day management of the LL.C and its assets.
The price paid by the winning bidder for its equity interest in the LLC reflects its
valuation of the entire portfolio of assets held by the LLC. The percentage of book
value that the winning bidder’s valuation represents should not be attributed to an
individual asset.

Since September 2009, many of the structured transactions have included
leverage in the form of purchase money notes (PMNs) issued by the LLC to the FDIC
receiverships for partial payment of the assets sold by the receiverships to the LLCs.
The FDIC’s decision to offer structured transactions with leverage was driven by the
severely distressed eredit market, which affected the costs and availability of credit and
liquidity. Leveraged transactions helped ensure a robust and competitive bidding
process for the LLC equity. In the majority of the structured transactions, the

transaction agreements require that, if the LLC issues a PMN, cash proceeds generated
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from the operation and sale of the LL.C’s assets, after deducting certain costs, generally
must be used to pay down the PMNs and any other debt outstanding (such as a
construction lending facility) before the LLC’s members receive any distributions on
their equity interests. Costs deducted to manage the LLC before payments on the PMN
include taxes and insurance, property protection expenses, the fees of document
custodians and similar third party contractors, and the management fee paid to the
managing member (discussed more fully below).

The PMNs constitute debt owed by the LLC, and do not finance the cash
purchase price paid by the winning bidder for its share of the LL.C’s equity. Upon
issuance, the PMNs are issued to the FDIC as receiver. Some PMNs are guaranteed by
the FDIC in its corporate capacity and may be sold to third party investors. In the case
where FDIC corporate guarantees the PMNs, it receives a guarantee fee. Because the
amount of leverage is based on the risk profile of the underlying pool of assets, the
FDIC, in its corporate capacity, has not experienced any losses to date and does not
expect any future losses as a result of its guarantec of the PMNs. The amount of debt
the LLC issues will depend on the transaction’s expected cash flows and the ability of
the LLC to repay the debt. In the aggregate, for the 29 structured transactions closed
through September 2011, the managing members project the total distributions to the

FDIC, as of March 31, 2012, to be $13.8 billion.

Managing Member Responsibilities

Managing members are responsible for the servicing and disposition of the LLC

assets as well as all credit decisions. The managing member is required to hirc a
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qualified servicer to service the assets, prepare and provide tax information to members,
to prepare LLC financial statements and reports, to retain an auditor to audit the LLC’s
financial statements, and to provide other resources necessary to conduct the LLC’s
business.

The managing member receives a monthly management fee from the LLC,
specified prior to the bid date and calculated as a percentage of the unpaid principal
balance of the loans or the net fair value of real property owned by the LLC. This is the
only compensation received by the managing member for its asset management
obligations, which include the obligation to pay servicers and any sub-servicers, general
and administrative overhead costs, and any other costs associated with its asset
management responsibilities. The management fec and property expenses, such as

brokerage, preservation, and leasing fees, are paid by the LLC.

Monitoring Structured Transactions

The FDIC actively monitors these transactions through its staft and third-party
contractors. On a regular basis, the FDIC conducts on-site compliance reviews of each
LLC’s operations, including the obligation to service loans in compliance with the
transaction agreements, applicable law, and the terms of the loan documents.
Additionally, the managing member must comply with stringent monthly, semi-annual,
and annual reporting requirements, including providing audited financial statements for
the LLC, auditor attestations, and certifications that it is in compliance with all

transaction agreements.



59

In addition, the FDIC"s Office of the Inspector General (O1G) conducts periodic
audits of selected structured transactions to assess the managing member’s compliance
with the transaction agreements and the FDIC’s monitoring of the managing member. To
date, the OIG has completed audits for ANB Venture, LL.C and Corus Construction
Venture (CCV), LLC. The FDIC agreed with all of the OIG recommendations and has
implemented or is in the process of implementing them. Specifically, the ANB Venture,
LLC audit questioned claims have been resolved. The CCV Venture, LLC audit
corrective actions are in process and all are expected to be resolved by September 30,
2012.

One important result of FDIC contractor reviews and these OIG audits is the
FDIC undertook a comprehensive review of the transaction documents and revised
certain provisions to clarify their intent for future transactions. The FDIC’s main
revisions to transaction agreements in response to the OlG’s recommendations were to
clarify the calculation of the management fee and to expand on the requirements for
documented policies and procedures. These revisions were implemented beginning with
transactions that closed in July 2010. Further, field work 1s ongoing for the audit of the
two LLCs managed by an affiliate of Rialto Capital Management and its report is
expeeted to be delivered in late third quarter of this year.

In the event of a managing member’s uncured default or its uncured
noncompliance with the transaction agreements, the FDIC can declare a default and
pursue certain contractual remedies, including removing the managing member or its
servicer and appointing a replacement, foreclosing the assets of the LLC or the equity

interest of the managing member, initiating a buy-out of the equity interest of the
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managing member, accelerating the payment due on a PMN, drawing on deposited cash
or letters-of-credit posted by the managing member, seeking indemnity for losses, and
offsetting costs against amounts otherwise due the managing member. The FDIC has

not found the need to exercise such remedies in connection with any of the LLCs.

Treatment of Borrowers/Guarantors

The FDIC understands how disruptive bank failures are to the borrowers of the
failed entity and sirives to ensure all borrowers are treated fairly and respectfully. Every
borrower with a loan from a failed bank in reccivership is sent a notice within a few days
of the bank’s failure that their loan will be sold, with instructions on where to direct their
loan payments, and who to contact with any questions. Depending on the type and status
of the borrower’s loan, a second notice may be sent shortly after the first notice. For
example, borrowers that have missed payments or have unfunded commitments will
receive further instructions from the FDIC. To the extent borrowers are in the midst of
negotiating a workout or resolution of their loan with the FDIC or its interim servicer,
borrowers are strongly encouraged to finalize those negotiations before the structured
sale cui-off date. In addition, borrowers are also notified when the structured sale is
completed and their loan is transferred to the managing member’s servicer.

The managing members are required by the transaction agreements to maximize
the return on assets of the LLCs. Under the right circumstances, reasonable pay-offs or
loan modifications represent the highest net present value disposition options, and we
fully expect the managing members to pursue pay-offs and loan modifications, when

financial analysis indicates those options would result in the highest return to the LLC.
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With respect to single-family owner-occupied residences, the managing members and
their servicers are obligated to follow a federally mandated loan modification program
designed to assist troubled borrowers in managing their mortgage obligations. Where a
pay-off or modification is not feasible or fails, there are other loss mitigation methods
available, such as short sales and acceptance of decds-in-lieu of foreclosure, which may
be least loss alternatives to more expensive litigated foreclosures. However, when these
loss mitigation methods are not an option, the managing member is left with no other
choice but to enforce the terms of the loan contracts, including enforcing any mortgages
and guarantees, through the courts and other legal means.

The FDIC clearly communicates its expectations to all managing members that
all borrowers or guarantors are to be treated fairly and respectfully and that any
concerns the borrowers or guarantors raise are to be addressed in a timely manner.
Nevertheless, a number of borrowers and guarantors have raised concerns about the
managing members not achieving the resolution the borrower or guarantor would
desire. The FDIC investigates every borrower or guarantor inquiry and works with the
managing member to address any of the concerns raised. It is important to note that the
legal rights and obligations of borrowers and guarantors do not change for any loans or
other assets transferred to the LLC. The managing members are only seeking to enforce
the default remedies in the loan documents in order to maximize the recovery value of
the assets. Borrower and guarantor cooperation with respect to distressed credits is a
key to achieving a cooperative resolution. The managing member must have timely and
current financial information from the borrowers and guarantors in order to assess their

abilities to make a meaningful contribution to any settlernent. Additionally, the
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managing member must assess the current market value of the collateral, and borrower

cooperation in this regard can accelerate the time to a mutually agreeable resolution.

Conclusion

As the FDIC does with any resolution of a failed bank, we strive to implement the
least costly resolution method in a manner that is the least disruptive to depositors,
borrowers, and communities. Further, structured 1raﬁsactions minimize the FDIC’s
holding and asset management expenses for the assets by transferring the management
responsibility to private-sector asset management experts. As the managing member has
a significant financial interest in the assets and shares in the costs and risks associated
with ownership of the LLC, the managing member’s interests are aligned with the
FDIC’s interests in maximizing the value of the LLC’s assets. As noted above, the
estimated savings to the FDIC of having entered into the structured transactions instead
of selling assets for cash is approximately $4 billion. To ensure the FDIC receives the
highest return on the assets and that the managing members treat failed bank borrowers
fairly, it monitors the managing member’s compliance with the transaction agreements by
reviewing regular reports, measuring actual performance against performance projections
in the consolidated business plans, conducting regular site visitations, and thoroughly
investigating borrower or guarantor complaints with regard to the servicing and
dispositions of their loans by the managing members.

Thank you, I would be pleased to respond to any questions.

11
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Randy Neugebauer, TX, Chairman

House Financial Services Committee
Oversight and Investigations Subcommittee
U.S. House of Representatives

Washington, DC. 20515

Edward L. Fogg
Fogg Construction Company
Fogg Mortgage Company

Wednesday May 16, 2012

Written Testimony for Hearing entitled “Oversight of the Structured Transaction
Program”

Dear Chairman Neugebauer and other Members of the Committee.
Thank you for allowing me to be here today.

I come to you today with my story of banking struggles which began with FDIC closure of
the Bank of Clark County and continued on with other bank closures that have now created
a cascade effect into all aspects of our Company’s financial lives. As you can see from the
resume that I provided, [ am the owner of Fogg Construction Company since 1999, and
have been a Mortgage Broker since 1992. I have owned Fogg Mortgage Company since
1995. 1 also have 27 rental units and a commercial building having been a landlord since
1995.

It has been 3 % exhausting years of constant work to attempt to keep things current.
But, after trying to work things out personally and proactively, through legal counsel,
attempting to get advice from Senators and our Congresswoman, it has led us to Chapter 11
bankruptcy.

[ have heard Ms. Sheila Bair speak about the responsibility of the American public to
make their mortgage payments and I can hold my head high in my community knowing
that I have made every effort to keep those responsibilities. My integrity to honor the loans
is on record.

Despite these struggles, ] am a Iucky man in that I still have a strong family, and a loving
marriage which have unfortunately been the fall out for many other people in this situation.
I still have a good reputation in the community since I have always paid my sub-contractors
and completed my projects. I have kept all of my rental properties in excellent shape.

In the FDIC book, “Managing the Crisis” it is clear that the FDIC has recognized in the
past the need to protect and not hurt communities by not cutting off credit to businesses
and working with the local communities. Thope to see those values emphasized in their
future actions.

Fogg Construction was forced to file Chapter 11 Bankruptcy May 3, 2012. The Mortgage
Company and us personally will follow shortly. '

Unfortunately, I have come to learn it is my only viable option. After 3 % years of trying
to be proactive, keep my business and financial life solvent by communicating and working
with banks and the FDIC, 1 have found that there are no other options for those of us
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who attempted to do what our government has asked us to do in this very difficult
recession; to do our fair share and pay our monthly obligations.

Throughout this entire process, I made sure to keep in communication with all my
creditors; [ provided suggestions and thousands of pages of documentation. I enlisted help
from attorneys, and contacted our local representatives in attempt to find ways to proceed.
I made payments even after balloon payments were due. Despite perfect payment
histories, my credit was damaged and a snowball effect led me to my filing chapter 11.

FDIC and their structured partnefship (Rialto / Lennar)

I believe The FDIC needs to recover as much money from each individual loan to
reimburse the American tax payer from failed banks as possible. But, this should never be
done by creating further additional economic problems in these communities.

Structured relationships should require the FDIC to be much more careful in selecting a
long term structured partner than a standard loan sale. There needs to be well published
guidelines on how a partner is to handle the work out process. The partner’s goal should
be to obtain the hest resuits for the FDIC while not creating more harm to the American
tax payer.

In this structured transaction the loans are primarily residential, land development and
homes that were speculative in nature. Unfortunately, the private capital markets were
paying very little for this type of asset thus giving life to the structured partnership by the
FDIC.

Trouble from the start: Rialto / Lennar is given access to the majority of the Developers
financial information from when the loan originated. This allows Rialto/ Lennar very
privileged access to developer’s assets and project information with their direct
competition in the home building arena.

Private companies would not be able to obtain the non-recourse, favorable terms in
financing provided by the FDIC to the Rialto / Lennar partnership. Their agreement
creates little pressure for Rialto to come to any agreement or negotiate quickly with
borrowers and come to a favorable resolution for all parties involved.

Also with Rialto / Lennar, it really gives them little incentive to want to see their
competition work through the problem loans. If so, is there any incentive for Rialto to
work with a borrower of a failed bank? And, If so, could this information become public?

A place for Rialto / Lennar in today’s market place
If Rialto / Lennar are given a portfolio of Bank owned REO properties and the goal is to
market or develop them and also get the American tax payer back as much as possible, they

would be an excellent partner. But this structured partnership does not allow Lennar to
purchase or acquire the land for development.

Our Story:
Bank of Clark County
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Our problems began when I was approached by the Bank of Clark County. Specifically,
Mike Worthy and the CFO David Kennelly about taking out a loan to purchase some
distressed property that was held by the bank. The Bank of Clark County asked me to
purchase five properties for the development of rental homes to help the bank turn some
negative assets into more positive assets.

In October 2008 all 5 lots, and 2 permits were purchased. We started 2 foundations,
framed and roofed the first 2 homes. On December 24 Christmas Eve 2008, we closed on 2
more additional construction loans.

The Bank was seized on Jan 16, 2009 just 23 days after securing the second round of
financing. Fogg Construction received a portion of the money available under the
construction loan agreements from the Bank of Clark County for the initial phases of
building of the five rental homes.

We were entitled to receive the remainder of the funds on the loans that would pay the
subcontractors to finish the project. For some reason, after the bank was seized, the FDIC
was not required to provide the remaining loan funding. Yet the partial amount lent by the
Bank of Clark County remained due by Fogg Construction to the FDIC. We learned that the
FDIC repudiated our loans with a simple form letter received in the mail.

The week following the bank closure, as an armed security guard watched,  had a
meeting with James Colton from Quantum and Kelly Dixon formally of the Bank of Clark
County. They told me that bad things happen to good people and to do what it takes to hold
my family together during this tough time. | was asked to come up with a business plan to
work out my current loans and to provide updated financials.

Our file was turned over to a representative of the FDIC from Quantum Jerry Schlife.
Within a week of the request, I submitted a detailed business plan for the construction
project with a line-item budget and bids to supportit. I provided a complete set of
financials. The plan [ proposed was to complete 4 homes in the project within the budget
provided, with lien releases from all subcontractors showing proof of payment. The FDIC
would not have to provide me with construction draws, but only fund approximately 75%
of the originally committed loan amount upon completion. Mr. Jerry Schlife told me it was
one of the best business plans he had ever had presented and would be getting the pending
approval but not to worry.

I held up my end of the bargain. Paid and completed the entire project in record time
with every penny we could scrape up, beg for and borrow at higher rates. I keptin contact
with Jerry Schlife throughout the construction phase, but when I returned with the signed
lien releases, he told me he was sorry but someone up the food chain said it was a bad
investment for the FDIC.

At that point, I was shorted $650,000.00

Lot 7 - Received approximately $135,000.00 of $285,000.00 loan - Shortage of
$150,000.00

Lot 10- Received approximately $115,000.00 of $285,000.00 loan- Shortage of $150,000.00
Lot 3 ~ Received approximately $115,000.00 of $285,000.00 loan - Shortage of
$175,000.00

Lot 4 - Received approximately $115,000.00 of $285,000.00 loan - Shortage of
$175,000.00

Also, a $90,000.00 Iand loan that had no access to construction funds.
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Lot 17 of Zachary’s Landing

Fogg Construction built this home in 2008, and we were due to sign extension documents
to extend the loan to some reasonable period of time for the real estate market to work
itself out. We received a last minute email the very day the Bank of Clark County was
seized to come sign the paperwork but we were unable to re-arrange our schedule that day.

We owe $242,000 on this property. After the bank failure, we received an all cash offer
of approximately $175,000.00 to purchase the home. Mr. Schlife indicated he would submit
the file to the FDIC for approval. He indicated that the file had made it through the many
layers of the approval process, but was denied as the Joan was sold in a structured
transaction. As Mr. Schlife was leaving for another assignment, the FDIC prepaid a one year
extension of the note for Lot 17 to help us work with the future purchaser of the note.

FDIC and Rialto

The FDIC transferred the Bank of Clark County loans on the 5 properties to Rialto. Rialto
(or MultiBank) hired a servicing company, Quantum; they were in charge of the loans at
this point.

Once the transfer occurred we were surprised at the lack of billing statements. We
contacted Quantum directly and were told that according to their records we didn’t need to
make payments until 2013 and not to send a payment until their computer system was
corrected.

We continued to send certified payments on all 5 separate loans requesting separate
return receipts on each loan. We kept copies of the checks each month. Months would go
by without any statements, and then only one or two of the loan statements would come
sporadically.

Because of this we were required to calculate our own payments for about a year and a
half. Our contact at Rialto at the time was James Tapscot. He told us on several occasions
that we were in default on all of our loans and we would have to come up with proof that
we made all the payments. He would say that Rialto was going to sue me and my wife and
take anything and everything that we have.

When we showed Rialto the copy of the extension issued by the FDIC for Lot 17, they
said that they had no record of it and that it was invalid since our copy was not a signed
copy. They actually verbally accused me of faking the document.

At this point we obtained legal counsel to help us work with Rialto. Rialto eventually
acknowledged that the note onlot 17 had been extended by the FDIC, but they did not have

a copy.

Our attorney Scott Anders had a number of deals agreed to in principle with Rialto, but
every time he thought the deal was done, they would raise a fee, the rate (or both), or
shorten the term,

They finally offered a 1 ¥ year extension to our loan at aprox 8% with a $10,000.00 loan
fee (which equals 4 points). This works out to an APR of 38.376%. We had been working
on this process with and without a lawyer for about a year and a half, therefore, a year and



67

a half extension would only make us have to re-start working on the next extension as soon
as it was finalized.

As a mortgage broker, this offer, with such high fees, would be considered predatory
lending if ] were to offer it to one of my mortgage clients. Accepting it would not be a
solution, only an extension of our current problem.

The loss of liquidity due to self-funding this construction project and the inability to
work out a solution with the FDIC and Rialto caused us to lose a HUD project that was in its
last stages of approval. 1t was a project to build 65 rental houses and would have employec
over 200 people for up to 2 years in Clark County. These jobs would have been
construction workers and suppliers who were the hardest hit by the economic downturn in
our area.

Eailure of Frontier and FDIC appointment of Union Bank

Other bank failures overseen by the FDIC have affected our family as well and caused
loans to fall into the no-man’s land of refinance or modification. We constructed 2 homes
in 2006 for rental properties using the Bank of Salem that was later acquired by Frontier
Bank.

We finished these homes in 2007 when the bottom started falling out of the mortgage
security market. We were unable to get a lender to fund a long-term takeout loan even
though we had a strong track record, perfect credit history, verifiable income and a long
history of being landlords.

We worked with Frontier Bank to come up with a solution. They asked us to attempt to
sell the homes or to look at lease option to purchase clients to rent the homes.

We went on to sell both homes on lease option to purchase:

Lot 1'Mary’s Circle: We sold the home to husband and wife with four daughters. They had
a few credit issues that could be worked out in the time of the lease option. Both had good
jobs and wanted to purchase the home.

Over a year into the contract, the husband was deployed to Irag. The stress of raising 4
children on her own with her husband deployed overseas in a War was very trying. She
came to us asking to get out of the contract; she needed to be closer to her family to help
raise her children.

Lot 3 Mary’s Circle: We entered into a lease-to-purchase contract with a husband and
wife that had transferred from the Midwest. The Future borrowers were in the end of a
Chapter 13 Bankruptcy. They applied for a loan through Frontier Bank as their lease-to-
purchase agreement was ending.

They were ultimately declined because they paid off their chapter 13 bankruptcy off a
few months early which did not meet the terms of the Chapter 13. The wife was diagnosed
with Breast cancer so they left the contract and moved back to the Midwest.

We kept the loans current and continued to rent these properties and communicate with
the bank regarding ways to refinance the loan before it came due, however, the bank failed
and Union Bank was appointed as receiver. We attempted to work with staff at Union
regarding our loan problems. We had the 2 Mary’s Circle loans in our personal name but
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also 2 loans in the name of Fogg Construction that needed to be addressed within the next
few years that were now owned by Union bank.

We were assigned to a special asset loan officer Patrick Baker for both the personal loans
and the Fogg Construction loans. Eventually our personal loans were assigned to Nancy
Boyd of Union Bank San Diego office.

She told us that they had to adhere to the FDIC’s mandates but that there may be
something she could submit within the FDIC’s framework. We supplied thousands of pages
of paperwork, taxes, financials, resumes, bank statements, we proved every tenant
payment of rent/deposit. A year wentby. Even after inquiring we were never told what
we were applying for but continued to provide the supporting documentation.

Our loan had come due but we continued to supply payments directly to our contact
Patrick Baker. We began to contact our local Senators and Congresswoman'’s offices. The
Office of the President at Union Bank assured Patty Murray and Maria Cantwell’s office that
they would be working with us and would have a timely resolution in the future. However,
soon after, despite making payments, Union bank reported over 13 missed mortgages on
our credit report. We discovered this after receiving a letter saying that our company
credit line would be frozen and payments increased.

The office of the President of Union Bank immediately held a conference call with us and
sent us a letter stating that our credit would be corrected, but the damage was done. A few
months later, Union Bank, again reported the delinquencies despite receiving payments.

We inquired with Patrick Baker on how to manage the 2 loans in the Construction
Company’s name but they only wanted to work on the two loans in our personal name for
some reason. We were told that the Union Bank staff and the FDIC said that we were
nothing but a complainer and a letter writer.

Patrick Baker, [ believe, was an advocate for us and wanted to attempt to work
something out, but he was let go from the company. After his release, we were never
provided a replacement contact, and a after a few months of no contact a formal decline
letter was sent to the wrong address. A post office box that has never been a personal or
company address for us but someone we know.

This person who owns the post office box delivered it to us personally. Union Bank
continues to send statements to that address. As [ have said before, we sent thousands of
pages of paperwork to them at their request for over a year, and they do not know our
address. So how much effort could they really have put into finding a solution for us, if they
cannot even get our address correct?

Unsecure lines of credit

Situs companies and our unsecured credit lines, these lines of credit were not sold to any
other bank and had been managed by Situs companies for the FDIC after the seizure of the
Bank of Clark County. After working for approx. 2 years with Situs to come up with a
solution to settle these debts, Situs and I came to a resolution.

They said they would send me the official paperwork in the next few weeks. However, at
that point, they stopped all contact for approximately one year. By the time they contacted
us again, the damage was done from Union Bank’s late reporting of mortgage credit. The
loans were then sold to Key Bank, and then sold immediately to WM Partners who's in the
process of suing us. This too will now be settled through the chapter 11.
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I am simply an average citizen. 1 pay my bills. I keep my obligations. After all that [ have
learned, there are still some serious questions that are unanswered:

» How can it be that a person has a contract that has to be held up and honored, but
the FDIC or its private sector partner Rialto can walk away from their end of the
contractual obligation?

» Within the partnership with the FDIC, Is there any incentive in place for Rialto to
work out solutions with the consumer or is there a greater incentive within their
agreement to liquidate and sue the borrower at any cost?

» [don’t understand why there are contracted representatives of the FDIC available
after a Bank take-over who can request your time and request that we present a
business plan but they are unable to render a decision or tell you what you are
applying for. What purpose does that serve?

» The FDIC has documented in the past that their goal is not to ruin communities and
‘small businesses. Is that still in place? And if not, when did those policies change?

[ thank you for your time and attention.

Sincerely,

Ed Fogg
Fogg Construction / Fogg Mortgage
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Attachments

A) Lot 17 extension. Bank asking us to sign for an extension 2 hours before FDIC seized Bank oi
Clark County

B) Email between Ed Fogg and Jerry Schiife the contract employee of FDIC after Bank of Clark
County seized. Shows actively trying to sell Lot 17

C) Emails between us and Rialto showing their lack of accounting regarding payment history
D) Email Correspondence between our attorney and Rialto’s attorney

E) Email from Rialto representative regarding our payments and responding to Congresswoman
Jaime Herrera Beutler’s input

F) A letter from Ed Fogg to Ms Larue of the FDIC explaining our situation. She indicated she
worked in managing and monitoring the structured sales of the FDIC

G) A letter from Ed Fogg to Sheila Bair explaining our situation and possible affect on multiple
banks.

H} Letter from Union Bank responding to Senator Patty Murray’s office and letter to us from
Patty Murray’s office relaying that they were told Union Bank would have a resolution

1} Letter to us from Union Bank after they reported delinquencies on our credit stating that we
had made all of our payments and they would correct the mistake. Another letter stating that
we had made all of our payments after Union Bank reported against our credit report for a
second time

J) Email between Ed Fogg and Patrick Baker — Special Assets Loan Officer September 2011
showing no response regarding our re-finance at 